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EXECUTIVE SUMMARY AND POLICY ISSUES

The year ending March 31, 1997 witnessed important developments in the Municipal
Infrastructure Finance Program, as well as in the Czech municipa credit market and the Czech
economy generally. This Executive Summary highlights the most important developments and the
policy issues the Program now faces.

MUFIS OPERATIONAL RECORD

MUFIS is a financia intermediary which borrows funds from international or domestic
markets, and on-lends the funds to Czech commercia banks for the purpose of making housing-
related infrastructureloansto municipalities. Under the terms of the 1996 amendment to the Program
Agreement, MUFIS may also purchase municipa bonds. To date, MUFIS hasraised dl of itsfunds
for on-lending from U.S. Housing Guaranty resources.

During the year under review, MUFIS fully disbursed its first and second tranches totaling
US$20 million of Housing Guaranty [HG] loan funds. MUFI S began financing additional loansfrom
reflows of principal. It also purchased its first municipal bonds.

On March 27, 1997, MUFIS received its third tranche of HG loan funds, in the amount of
US$14 million. It now projectsthat it will disburse at least 70 percent of these funds during calendar
1997.

By the end of the period under review, MUFIS had made 27 loans to four different
commercial banks to support their long-term lending to municipalities to help finance loca
infrastructure projects. It had purchased a portion of one municipal bond issue. All interest and
principal payments owed by banks to MUFIS had been paid on time and in full. All interest and
principal payments owed by municipdities to participating banks had been paid on time and in full.

Policy I ssues
Looking to the future, four key sources of uncertainty surround MUFIS' |oan development:
(1) Uncertainty over the status of the HG program within USAID has created difficulty for
MUFIS' intermediate and long-term planning. For most of the year under review, MUFIS did not

know when, or whether, it would receive the third-tranche HG loan. Participating banks stopped
reviewing projects for MUFI S financing because of thisuncertainty. Infact, HG funds were delayed

L A draft of this report has been reviewed by Fred VanAntwerp and Leos Jirasek of USAID-Prague, who have

been responsiblefor field administration of the Municipal Infrastructure Finance Program. All opinions expressed in
the report, however, are those of the authors.



afull year beyond MUFIS planning target. Theinterruption in the program cost MUFIS credibility
in the market place, and has delayed disbursement of the third tranche. Presently, even greater
uncertainty surroundsfuture possibilities of HG borrowing, makingit virtually impossiblefor MUFIS
to plan for itsingtitutional development.

(2) MUFIS' longer-term role in the Czech municipa credit market remains unclear. Czech
commercid lendersnow can adequately serve most of the financing needs of medium-sized and larger
municipdities. Development of the commercial market has been aided substantially by MUFIS
activity and by USAID technical assistanceto commercia banksand municipalities. Thevery success
of these efforts, however, raises questions about MUFIS' futurerole. Should MUFIS begin to phase
out its activity, having served its transitiona function, or should it specialize in serving certain
segments of the market (such as the credit needs of small municipalities) that are not being met by
the commercia sector? More than 90 percent of the 6,200 Czech municipalities have a population
of less than 4,000, making credit supply to the small-municipality market a much more important
policy issue than it would be in other countries.

(3) Recent events in the Czech financial sector have resulted in MUFIS having a cost
advantage over other Czech ingtitutionsin obtaining funds for municipal lending. Financia pressure
in 1996 and 1997 produced a de facto devaluation of the Czech crown and has driven up domestic
interest rates. MUFIS, however, is protected by special agreement with the Ministry of Finance from
the consequences of foreign exchange losses. As a result, its cost of funds is lower than that of
ingtitutionswho must rai sefinancing domestically or cover foreign exchangerisk. MUFIS has passed
onthiscost advantageto participating banksand municipal borrowers. MUFIS favorableon-lending
rate has increased demand for program loans. However, it raises abasic policy question of whether
MUFIS on-lending under these conditions effectively supports devel opment of the private municipal
credit market or uses public subsidy (in the form of coverage of foreign exchange losses) to compete
with private institutions that are using their own resources.

(4) Thebanking sector has gone through aperiod of severe adjustment inthe Czech Republic.
Two of the banks with which MUFIS originally signed Master Agreements have been the object of
intervention by the Czech National Bank, due to unacceptably high rates of non-performing loans.
MUFI S appears to be adequately protected against loss on all of its lending to date. However, the
shakeout in the banking sector makes it even more critical than previously for MUFIS to carry out
a prudent assessment of banks' financial position before enrolling them as participants in the third
tranche. MUFIS does currently screen bank applicants to the Program for creditworthiness; it has
not publicly released the financial standards banks must achieve to participate.



MUNICIPAL BORROWING AND MUNICIPAL INVESTMENTS

MUFIS supports lending to a broad spectrum of municipalities. Twenty-one of the
27 MUFI Sloans have been made to municipalities having lessthan 10,000 population. All loanshave
been made outside the City of Prague. This evolution supports the program objective of making
credit available to the full range of Czech local authorities.

MUFIS lending also has helped the municipa credit market move away from extreme
dependence on real property as collateral. Fourteen of the 27 MUFIS loans do not require real
property collateral. Formerly, essentially all municipal loanswere backed by pledgesof real property.
A variety of innovative security agreements have been written into MUFIS loans, including the
indirect pledging of future revenue streamsto support municipal borrowing. Future revenue streams
cannot be pledged directly as collateral under Czech law.

On the whole, the municipalities borrowing through MUFIS have maintained prudent debt
levels. There are afew cases, however, where municipalities total debt service burden (including
MUFIS loans, commercial bank loans, and state loans) is very high--including two cases where the
municipal debt service ratio exceeds 34 percent. These cases deserve to be monitored closely, not
simply for payment of MUFIS loans but for timely servicing of all debt.

A total of 41 local investment projects have been financed by MUFIS loans. Projects are
concentrated in the environmental area, but also include historic district restoration and economic
development projectsrelated to housing. Twelve of the 27 loansinvolved at least 25 percent or more
capital cost recovery through service pricing. Thisrather modest record of cost recovery islikely to
increase in the future, as local budgets come under greater financial pressure.

Policy I ssues

Close monitoring of thetotal debt service burdensof MUFISborrowersiscalled for. USAID
and MUFIS may wish to consider establishing guidelines regarding debt service limits for its
municipal borrowers, if the Government does not establish national borrowing limits.
MUFIS INSTITUTIONAL CAPACITY AND FUTURE DEVELOPMENT

MUFIS greatly improved its financial management in 1996. It narrowed its operating loss
fromK¢ 11.4 millionto K¢ 2.05 million. Beforetransferstoreserves, MUFIS operatinglossin 1996
was less than K¢ 400,000 (US $13,000).

Theimprovement in operating resultsreflectsfull disbursement of thefirst and second tranche
funding, as well as better cash management. As recommended in the 1996 Monitoring Report,



MUFIS Supervisory Board established clear written guidelines regarding cash management, which
instructed MUFIS to invest short-term cash in instruments with favorable yields after withholding
taxes. This policy substantidly strengthened 1996 earnings and should have further payoff in
management of the $14 million received from the third-tranche HG loan.

MUFIS has decided to perform its administrative and cash management activities through a
contract with the Czech and Moravian Guaranty and Development Bank (CMZRB), rather than
through hiring itsown staff. Given the uncertainty surrounding MUFIS futurelevel of business, this
isasound decision. CMZRB charges 0.2 percent of MUFIS' outstanding loan principal amount as
its management fee.

Policy I ssues

The MUFIS program is exposed to currency fluctuations. It borrows from the U.S. market
in dollars, but lends to the domestic market in Czech crowns. Because the Czech crown lost value
in 1996 and 1997, the true cost of MUFIS HG borrowing has been very high. If MUFIS had repaid
the HG loan on March 15, 1997, after two years, the total cost of funds to it, expressed in crowns,
would have been 16.8 percent per year. This rate is well in excess of the cost of capital on the
domestic market. Itillustratestherisksof borrowinginforeign currency. Since March 15, 1997, the
loss of value of the Czech crown has accelerated, increasing still further MUFIS' true cost of
borrowing.

Of thistotal cost, MUFIS as an ingtitution has faced a cost of capital of only 9.06 percent on
itsfirst and second tranche borrowing and of 8.31 percent on the third tranche. The remaining costs
are due to exchange rate losses that are being absorbed by the Ministry of Finance.

If MUFIS intends to maintain a long-term presence as a financia intermediary, it should
develop plans for tapping the domestic credit market for financing as well asinternational markets.
Meanwhile, it is appropriate for USAID, MUFIS, and the Ministry of Finance to jointly consider
whether MUFIS on-lending rate should be adjusted to reflect the program’ s true cost of funds as
well as domestic interest rates.

MUFI S has established numerous financial relationswith the Czech and M oravian Guarantee
and Development Bank (CMZRB), its founder and 49 percent owner. CMZRB handles MUFIS
administrative responsibilities and carries out cash management under a management contract with
MUFIS. Much of MUFIS cash on hand has been invested in CMZRB financia instruments,
sometimes at below-market rates of interest. CMZRB has sold to MUFIS a portion of the only
municipa bond it has underwritten.



These financia connections make it important that arm’ s-length relations are maintained
between MUFIS and CMZRB, aswell as between MUFIS and other institutions represented on the
Board of Supervisors or Executive Board.

It is recommended that al financial transactions between MUFIS and ingtitutions affiliated
with members of either its Board of Supervisors or Executive Board be committed to writing and
require the signature of two outside members (i.e., two Board members who are not affiliated with
the institution in question). At present, proposed MUFIS bank loans, for example, require the
approva of any two members of the Executive Board.

OVERALL DEVELOPMENT OF THE CZECH MUNICIPAL CREDIT MARKET

The Czech municipal credit market has developed very rapidly since 1993, both in terms of
commercial bank lending and the issuance of municipal bonds. The total commercial debt of
municipalities increased by more than ten times between 1993 and 1996. At the sametime, central
government capital subsidiesand central government construction on behalf of municipalitiesdeclined
sharply. Ascdled for in the Policy Action Plan, commercial lending has substantially replaced state
subsidies in the financing of local infrastructure investment.

Commercia lending to municipalities also has been restructured to emphasize longer-term
credit. 1n 1993, 31.8 percent of commercial bank loans to municipalities were short-term (less than
one year); by the end of 1996, the short-term share of bank credit had fallen to 5.8 percent. Long-
term bank lending (four years or longer) rose from 26.9 percent of all bank loansin 1993 percent to
68.8 percent in 1996. This transformation of the municipal credit market is virtualy without
precedent worldwide.

The municipa bond market aso has grown rapidly. Municipa bonds have been issued by 19
municipalities, both inthe domestic Czech market and in the European market. Total municipal bond
credit increased from 300,000 K¢ at the end of 1993 to 11.9 hillion K¢ at the end of 1996. Total
municipal bond debt outstanding now exceedstotal bank credit in the municipal sector. All municipa
bonds have maturities between five and ten years, adding to long-term financing. A segmentation of
the credit market has developed, in which large volumes of borrowing by larger cities are handled
through the bond market while smaller credits are handled as traditional bank loans.

As of the ending date of this report, there had been no defaults in the Czech Republic on
either commercial-bank municipal loans or municipal bonds. The largest bank lender to
municipalities, the Czech Savings Bank, reported a problem |oan rate--loans past due by 30 days or
more--of less than 1 percent.



Policy Issues

The Czech economy has come under strainin 1996 and 1997. Asaresult, central government
tax sharing with loca governments has falen below budgeted levels and state transfers to
municipalities have been cut back. For thefirst timesince 1993, theinvestment share of local budgets
failed to increase during the year under review.

Thisdeterioration of the economy posesavariety of issuesfor 1997 and thefuture. First, the
loss of other revenues may lead some municipalities to try to borrow more heavily. The sharp
increase in interest rates registered in Spring 1997 aso has added to the debt servicing burdens of
municipalities. Up to now, despite the rapid growth of municipal debt, borrowing levels for the
sector as a whole have been conservative. The Government, however, has proposed the
establishment of debt ceilings to protect municipalities against excessive borrowing in the future.

Second, interaction between subsidized (zero-interest) state lending to municipalities and
commercia lending deservescareful monitoring. Municipal lending by the State Environmental Fund,
Ministry of Agriculture, and District Offices hasincreased rapidly. Any weaknessin municipal debt
servicing is likely to appear first within this parastatal sector. If tolerated there, it may infect the
commercial credit market.

Third, future development of the Czech credit market badly needs an independent, third party
capable of assessing municipal credit risk. USAID has sponsored seminars on the credit-rating
function including representatives of Standard & Poor’ s, and has provided information on state-level
institutions in the U.S. which assess municipal credit risk and serve as a link with the commercia
credit market. One or more institutions of this type capable of independently assessing credit risk
would help bring the Czech municipal credit market to the next stage of development.

vi
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. INTRODUCTION AND PURPOSE OF STUDY

1.01 Thisannua monitoring report examines progress under the capital component of the
Municipal Infrastructure Finance Program established by Program Agreement between the
Government of the Czech Republic represented by the Ministry of Finance and the Municipa Finance
Company (MUFIYS), j.s.c., on the one side, and the Government of the United States, represented by
USAID, on the other. It continues the program monitoring specified in the Program Agreement, and
isintended to provide the partiesto the agreement information that they can usein assessing program
progress and shaping future program design.

1.02 The Program consists of mutually supporting capital and technical assistance. Thefirst
and second tranchesof capital assistance, consisting of aUlUS$20 million Housing Guaranty loan from
U.S. investors, werereceived by MUFIS on March 15, 1995. Thethird tranche in the amount of US
$14 million was received on March 27, 1997. Technical assistance to help establish the Program and
its policy objectives began in early 1993. The Program Agreement was signed May 16, 1994.

1.03 Thisreport reviews Program activity asof Spring, 1997. A cut-off date of March 31 was
used for MUFIS' loan applications, disbursements, and loan repayments. MUFIS' financia records
were examined for the calendar year ending December 31, 1996, which isidentical with MUFIS
fiscal year. Information on development of the overall Czech municipal credit market is presented
formally through the end of 1996. However, wherever key information was available on market
developments or MUFIS performance after the cut-off dates, this information is noted in footnotes
or in the text.

1.04 The Program Agreement contains aPolicy Action Plan (Annex B) which spells out the
policy objectives of the Program and the indicators that should be used to measure progress toward
these objectives. Following this Introduction, the report is divided into five Sections, corresponding
to the Program objectives.

Section Il provides a summary description of the Program's disbursement and loan
repayment record.

Section 111 describes the municipal investment projects that are being financed through
MUFIS on-lending and the structure of the commercial bank loans to municipalities that have been
financed under the MUFIS program.

Section 'V containsinformationon MUFI S financial operationsandthe institutional capacity
of MUFI'S both to perform its current role and possible future functions.



Section V examinesthe aggregate development of the municipal credit market and municipal
infrastructure financing in the Czech Republic. From the beginning, the Program has sought to
influence the overall course of the municipal credit market, rather than to establish an isolated
financing ingtitution.

Section VI examines progresstoward each of thefive policy objectives specified inthe Policy
Action Plan, and aso provides other institutional and policy information relevant to judging the
Program's impact to date.

1.05 In carrying out the monitoring study, The Urban Institute and Urban Research staff
interviewed: (a) six of the nine banksformally enrolled in the system during 1996, including all of the
banks that have approved or currently are considering loans to municipalities through MUFIS, (b)
the principal commercial lender to municipalities in the Czech Republic, Ceska spotitelna, which to
date has not participated in MUFIS lending operations, (¢) mayors and other officials of each of the
twenty seven municipalitieswhich had signed aloan agreement with participating banks as of March
31, 1997, (d) the MUFIS administrative staff, as well as members of its board of directors and
supervisory board, (e) officials of the Ministry of Finance, (f) USAID officials, and (g) independent
expertsinvolved in the municipal credit sector in the Czech Republic.



II. OPERATIONAL RECORD OF THE MUFIS PROGRAM

2.01 MUFISisafinancia intermediary which borrows funds from international or domestic
markets, and on-lends the funds to Czech commercia banks for the purpose of making housing-
related infrastructureloansto municipalities. Under the terms of the 1996 amendment to the Program
Agreement, MUFIS may also purchase municipal bonds.

2.02 Bank Participation. MUFIS selection of commercial banks to participate in the
Program is based on banks expression of interest and their financial soundness. Since banks are
obligated to repay MUFIS loans whether or not they are paid by municipalities, sound financia
condition of the lending banksis crucial. The evaluation of banks financial condition is based on
data provided by the Czech National Bank. The criteria include capital adequacy ratios and the
percentage of each bank’ snon-performing or classified loans. Since, asof March 31, 1997, only funds
from thefirst and second tranches had been used for lending, the participating commercia bankswere
those originaly selected by MUFIS. For the first HG loan MUFIS' board of directors selected nine
of the thirteen interested banks as eligible to participate. Asof March 31, 1997, the following banks
have provided loans to municipalities under the Program: Komer¢ni banka, COOP banka,
Pragobanka, and Investi¢ni a postovni banka. Table 1 showsthe relative size (out of the total of 61
commercia banks based in the Czech Republic) and the level of program activity of these banks.

Tablel
Actively Participating Banks

| swencre | mbeand | AmowtinKem
Komer¢ni banka 1 8 (29.6 %) 151,990 (29.3 %)
Investicni a postovni banka 3 6 (22.2 %) 78,500 (15.1 %)
Pragobanka 9 6 (22.2 %) 136,000 (26.2 %)
COOP banka 30 7 (26.0 %) 152,653 (29.4 %)

Total 27 519,143

* Ranked by total assets as of March 31, 1997.

2.03 In anticipation of the third tranche of HG funds (received on March 27, 1997) and as
authorized by the amendments to the Program agreement, MUFIS initiated areview of current and



potential participating banks aimed at minimizing credit risk to MUFI S and increasing the number of
participating banks. As of March 31, 1997, atotal of 16 commercial banks had expressed interest
in participation in the third tranche of the Program. MUFIS board is expected to re-sign Master
Agreements with some of the currently participating commercial banks and to make its selection of
newly participating banksin May and June, 1997 by using similar criteriaasfor thefirst round of on-
lending.?

2.04 The continuing economic transformation of the Czech Republic, as well as recent
deterioration inthefinancial sector, hasimpacted every sector of the economy, including the banking
industry. The Czech Republic had only a few (state) banks in 1990; now there are 61 banks.
Competition and occasiona insder self-dealing have created difficultiesfor anumber of banks, mostly
smal to medium-sized banking institutions. As of March 31, 1997 12 banks out of the 61 in the
Czech Republic were under specific CNB regulatory measures. Two of them (Credit Bank Pilsenand
COOP Bank) were associated with the first tranche program of MUFIS.

2.05 Credit Bank Pilsen, which is currently in bankruptcy, signed a Master Agreement with
MUFIS in 1995. However, it did not finance any loans with MUFIS funds and its failure has no
impact on MUFIS.

2.06 COOP Bank became a subject of Czech National Bank intervention on April 23, 1996
following its failure to meet CNB’s newly imposed limits on capital and reserves adequacy. The
CNB'’s intervention has consisted of limiting shareholder rights and the forced appointment of an
administrator to manage the bank. Currently, COOP Bank is seeking amajor partner. Prospects for
MUFIS to recover the fundsit lent to COOP Bank are good even under different scenarios. COOP
Bank would qualify for the CNB’s program for troubled banks alowing such banks to sell non-
performing loansto CNB’ssubsidiary for 10 years. In addition to that, MUFIS signed an agreement
with COOP Bank requiring cession to MUFI S of theloan contracts between the Bank and individual
municipalitiesin case of non-payment. However, COOP Bank hasbeen repaying MUFISonitsseven
loansin full and ontime.

2.07 Municipal Bond Purchases. The amended Program Agreement alows MUFIS to
purchase up to 20 percent of a municipality’s new bond issue on the primary market, within the
standard ceiling limits on loan amounts under the Program. The intention behind the amendment was
to encourage M UFI Sto support devel opment of the municipal bond market aswell aslong term bank
lending to municipalities. It iscontemplated that MUFI Swill encourage new institutionsto participate

2 Asof May 20, 1997 MUFIS had signed four Master Agreements with Komer¢ni banka (KB), Agrobanka
(AGB), Moraviabanka, and Ceska sporitelna (CS). Agreements with three other banks (CSOB, 1PB and Union Bank)
were in the final stage of preparation. MUFIS has been negotiating with 7 additional banks out of the 16 expressing
interest in the Program.



in bond underwriting by agreeing to purchase part of abond issue. On March 18, 1997, MUFIS made
itsfirst bond purchase of K¢ 8 million, representing 20 percent of the total issue of K¢ 40 million by
themunicipdity of Zidlochovice. The bondissuewasunderwritten by Czech and M oravian Guarantee
and Development Bank.?

2.08 MUFISBorrowing. OnMarch 15, 1995, MUFISreceived itsfirst Housing Guaranty
(HG) loan of US$20 million. Table 2 provides an overview of HG authorizations and HG loans for
the Program.*

Table2
Czech Republic Municipal Infrastructure Finance Program
192-HG-001

Authorization | Authorization | Authorization | Tranche | Obligating | Date signed Amount Date Disbursed

Number date Amount Document Disbursed

192-HG-001 8/24/93 $10,000,000 1 Letter of 8/31/93 $10,000,000 | 3/15/95
Agreement

192-HG-002 3/04/94 $10,000,000 2 Original 5/16/94 $10,000,000 | 3/15/95
ProAg

192-HG-003 8/6/96 $14,000,000 3 ProAg 8/15/96 $14,000,000 | 3/27/97
Amend. #1

192-HG-004 8/97? $10,000,000 4 ProAg 8/97?
Amend #2

The shaded boxes indicate the expected information for the upcoming FY 1997 authorization

2.09 After paying one-time fees and charges as specified in the Program Agreement, the
initial loan amount was converted into Czech currency at the exchange rate of $1=K¢ 25.928, which
totaled K¢ 509,705,588. The third tranche of US$14 million was received on March 27, 1997. After

3 MUFIS subsequently sent USAID aletter indicating that it viewed the bond purchase as part of its short-term

cash management, but requesting authorization to retain the bonds as part of its long-term Program lending. The
matter is now pending, while guidelines for bond purchases under the Program are worked out.

* Thetermi nology regarding HG “tranches’ can be confusing to Program participants. Table 2 summarizes HG
authorizations from the USAID perspective. Because the first two HG authorizations were combined in asingle HG
loan, Czech participants often refer to thisloan and the on-lending it financed as the “first tranche.” For the sake of
clarity, this report follows USAID terminology.




paying fees and charges and conversion into Czech currency at the exchange rate of $1=K¢ 29.256,
receipts totaled K¢ 402,749,213 as shown in Table 3.

Table 3
Conversion of HG Tranches
First and Second Tranches .
(March 15, 1995) Third Tranche (March 27,1997)
Amount in Exchange Amount in Exchange
$ Ké Rate* $ Ké Rate*
Tranche Amount 20,000,000 14,000,000
Charges & fees**
USAID Initia Fee (1%) -200,000 -140,000
Investor Placement Fee -115,000 -69,000
2nd Fee to Investor*** 0 -8,120
Paying Agent (RNB)***
- one-time fee -25,000 -15,000
Paying Agent
(RNB)**** -1,500 -1,500
- annual fee

-341,500 -233,620
Sub-Total
Net Amount Received 19,658,500 | 509,705,588 25.928| 13,766,380| 402,749,213 29.256

by MUFIS

*  Actual Exchange Rate as of the Date of Conversion
**  Withdrawn on payment

*** |nterest Rate Round-up

**** Riggs National Bank

2.10 Disbursement. Asof March 31, 1997, MUFI S had disbursed K¢ 519,143,000 in loans
and K¢ 8,000,000 in purchased municipa bonds, totaling K¢ 527,143,000, or approximately
103.4 percent of the total funds initialy available from the first two tranches. The additional
3.4 percent represents loans and municipa bonds financed from re-flows. The total corresponds to
twenty seven underlying municipa |oans and one purchase of municipal bonds. Under the terms of
the Program Agreement, “ disbursement” occurs at the time MUFI Stransfersfundsto a participating
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commercia bank for the purpose of financing an approved municipal loan or at the time of purchase
of municipal bonds.

2.11 The transfer of funds to participating banks occurs as follows. The bank sends an
application for credit which will be used by a municipality for housing-related infrastructure
investment. After conditional loan approval, the participating bank has to submit the following
documentsto MUFIS:

- valid credit agreement with the municipality

- valid agreement on cession (i.e., a document transferring the underlying municipal
loan obligation to MUFISin the event that the commercia bank failsto makeitsloan
repayments on time).

MUFI S funds are disbursed to participating banks from MUFIS' current account maintained
at the Czech and Moravian Guarantee and Development Bank (CMZRB) through the Czech National
Bank (CNB) clearing center. All banks in the Czech Republic are electronically connected to this
clearing center. MUFIS hasto transfer money to the on-lending bank within five working days from
the day that MUFI S obtains the two above-mentioned documents. It has met this timetable in all
cases. The electronic transfer through CNB does not take more than 24 hours.

2.12 In addition to the 27 loans already approved by MUFIS, as of March 31, 1997 three
other municipal oan applicationstotaling K¢ 90 M had been received by banks and were at the fina
stage of review for municipal creditworthiness and eligibility under MUFIS standards by the
individual banks. Table 4 summarizes the number and value of loans submitted to MUFIS for
approval.

Table 4
MUFIS Loan Status as of March 31, 1997°
Category No. of Loans I:‘? :(lég:))
Fully Disbursed 27 519,143
Under review by banks 3 90,000
Total 30 609,143

® Sincethe end of the reporting period, municipal loan demand has escalated. In June 1997, MUFIS indicated
that it had received indications from banks of up to K¢ 600 million in preliminary loan applications from
municipalities.



2.13 During 1995 M UFI Sbegan receiving principal repaymentsonitsoutstanding loansfrom
thefirst and second tranches. Reflowsof principal amounted to approximately K¢ 41 millionin 1995-
96 and are projected at K¢ 42 millionin 1997. So far, MUFI S has financed one loan from reflows in
the amount of K¢ 10 million in February 1997; it also purchased its share of the Zidlochovice
municipal bond from reflows. New lending from reflows is possible because the external HG loans
include a grace period of ten years. Thus principal repayments during this period can be used to
finance new lending to municipdities. This*revolving fund” aspect of MUFIS will come to an end,
under all three tranches, after 10 years. All payments to MUFIS will then be needed to finance
MUFIS operations and repay the HG loan.

2.14 Participating commercia banks have disbursed loan amounts to municipalities in
different ways. In three cases, the entire amount of approved loan funds was transferred to the
municipality, either to aspecia municipal account or to the municipal general (current) account. The
municipality then pays construction costs from these accounts. In this arrangement, the municipality
paysinterest on the entire loan amount but has the freedom to invest unexpended amountsin income-
generating instruments. In most cases, however, banks have retained loan funds under their control
until such time as construction related vouchers approved by the municipality are submitted for
payment. Asaresult, disbursementsfrom banksto municipalitiesarelower than M UFI S disbursement
to the banks.

2.15 Thetotal amount of loan funds drawn (used) by municipalitiesasof March 31, 1997 was
K¢ 497,143,000 which represents 95.8 percent of all funds owed by commercial banksunder thefirst
26 loan agreements. One municipality (Topolnd) had not started to use funds as of March 31, 1997
sinceit signed itsloan contract in February 1997. Thefirst drawdown was scheduled for April 1997.

Table5
Municipal Drawdown of Loans as of March 31, 1997

Dravyd_owr_1 _by No. of Loans _ Amount _% of MUFIS
Municipalities in K¢(000) Disbursed Funds
Fully (100 %) 22 399,143 76.9
More than 50 % 4 98,000 18.9
Less than 50 % 0 0 0
Total 26 497,143 95.8
Not used 1* 10 0

* Loan provided on February 28, 1997. First drawdown scheduled for April 1997.
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2.16 Physica construction has begun on all of the twenty seven projects where loans have
been approved by MUFIS. Even in the abovementioned case of Topolna, which has not drawn upon
itsMUFI S-approved bank loan, construction has started and i sbeing financed from themunicipality’ s
own resourcesand supplier'scredit. One of the conditions of the Program has been that municipalities
must submit documentation at the time of |oan application demonstrating that they possessall of the
necessary building permits for construction. This has narrowed the time between |oan approval and
project start-up.

2.17 Loan Negotiationsand L oan Administration. None of the municipalities receiving
loans through MUFI S reported major problems or delays in loan negotiation. Some delaysin loan
authorization have been encountered as a result of the requirement that a municipality obtain al
building permits prior to submitting aformal |oan application. However, thisrequirement has speeded
the disbursement of funds for approved loans as funds do not sit idle awaiting project permits. On
average, the bank loan approval process has taken about 3-4 months from time of initial loan contact
by a municipality to final loan approval. Both banks and municipalities reported that the approval
process accelerated at the end of the first round of on-lending, as both sides became familiar with
program procedures.

2.18 The delay in disbursing the third tranche of the HG interrupted the flow of municipal
on-lending. For amost ayear, MUFIS did not know when, or whether, it would receivethird tranche
HG financing. As a result, banks ceased accepting applications for loans that would be eligible for
MUFIS financing. This stop-and-go experience not only depleted the loan backlog, slowing
disbursement of third tranche financing, but injected a good deal of uncertainty into the program for
MUFIS, participating banks, and municipalities.

2.19 Both MUFIS and participating commercial banks have acted efficiently in disbursing
funds once a municipal loan application is approved by a bank. On average, the first municipal
drawdown of funds occurred 25 days after signing of the loan contract between a municipality and
bank. This period includes MUFIS' review and approval of the loan, money transfer from MUFIS
to the commercia bank, aswell as bank payment to the municipality. The average period between
the date aloan was approved by MUFIS and funds were disbursed to the bank was 5-7 days. The
principal variablein thisperiod wasthetimerequired by banksto submit the necessary documentation
for funds disbursement.

2.20 Infour cases commercia banks have provided bridge loans to municipalities from their
own resources prior to finalizing MUFIS |oan agreements.

2.21 Commercia banks providing credit to Czech municipalities formerly required
municipalities to switch their main current account to them, or to do other business with them asa
condition of the loan agreement. There has been significant change in this regard, partly as a result



of competition under the MUFIS program. Eleven municipa loans involved lending from the
municipality’ smain banking institution, while sixteen loansinvolved lending from other than themain
banking institution. Out of these 16 loans:

@ four municipalities were required to switch their general current account to the bank
providing the MUFIS loan

(b) three were required to open a special account for the whole project including
financing coming from other than MUFI S sources

(c) nine were required to establish an account for MUFIS funds only for the purpose of
recording usage of the funds. In these cases the banks reserved the right to accessthe
municipa current account (from a different bank) in case of defauilt.

2.22 Administration of Bond Purchases. MUFIS entry into the primary bond market
raises a new set of issues for the institution. Up to now, MUFIS has served as a financia
intermediary. Its lending risk has been mitigated by lending to financia ingtitutions which are
obligated to repay their MUFI S loans whether or not they are paid by the final municipal borrower.

2.23 By purchasing municipal bonds, MUFIS becomes directly exposed to municipal credit
risk. Atthetimethisreport was prepared, MUFI S had no administrative procedures spelling out how
potential bond purchases should be evaluated, how municipal credit risk should be assessed, or how
bond purchases should be approved internally. No information had been provided to participating
banksat largeontheavailability of MUFI Sfundsto support bond underwriting, and no administrative
procedures had been established for working with banks or other financia institutions which desired
to use MUFIS funds for this purpose.

2.24 MUFIS does not presently have the capacity to assess municipal credit risk on itsown.
It is not clear whether CMZRB possesses this capacity, or whether assessment of municipa credit
risk can generally be covered by MUFIS management agreement with CMZRB. In cases where
MUFIS purchases municipal bonds underwritten by CMZRB, it would require an independent
evaluation of the risks and benefits of bond purchase.

2.25 Inaddition, bond purchases raise severa distinctive issues that do not arise in the case
of commercia bank loans to municipalities. First, the investment purpose often is not identified in
a bond prospectus, or is described so broadly that it is not clear what proportion of the investment
would count as* eligible expenditures’ under the HG program rules. Second, the maturity of abond
issue may not fall within the presently allowable time limitsfor municipal lending under the Program
agreement (seven to fifteen years). Third, asinthe case of MUFIS' first bond purchase, the interest
rate may exceed program guidelines for municipal loans.
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2.26 All of these factors make it an urgent priority that USAID, MUFIS, and the Ministry
of Finance agree on written procedures to govern MUFIS' future participation in the primary
municipal bond market. Clarification of procedures also is important to identify what constitutes
“short-term, cash-flow” investmentsand long-term Program lending. MUFI S appearsto haveviewed
its purchase of the 10 year idlochovice bond at the time of issue as a“short-term” purchase which
did not have to meet Program standards for municipal lending.

2.27 Future Disbursement. As of March 31, 1997, MUFIS had fully disbursed the
US$20 million from the first two tranches and just received (March 27, 1997) the US$14 million of
the third tranche. MUFIS now expects to place at least 70 percent of the third tranche funds (or
about K¢ 280 million) in 1997. MUFIS plans to place the remaining available funds from the third
tranche and from reflows during the first quarter of 1998.

2.28 Inthe past, MUFIS has been overly optimistic in projecting disbursement rates. At the
time of thefirst HG borrowing, MUFIS requested approval to borrow the full authorized amount of
US$20 million at one time, because it foresaw the ability to disburse fundsrapidly. MUFIS original
projections, made in January of 1995, were that funds from the first borrowing would be fully
disbursed within 2.5 months of receipt. This estimate was based upon banks' expressed demand for
funds, which MUFI S accepted at face value.

2.29 At the time of the first interim evaluation (July, 1995) MUFIS estimated that
100 percent disbursement would be reached by the end of October 1995. In actuality, fundswere not
fully disbursed until June 1996.

2.30 Degspite the dower than originally anticipated disbursement pace, the disbursement
record of the first borrowing compares very favorably with the norm under Housing Guaranty
programs worldwide. Roughly 90 percent of the $20 million HG first borrowing was disbursed
within nine months. Banks and municipalities appear to have familiarized themselves with the
structure of the program, with the result that the loan application process was reported by al parties
to be going smoothly.

2.31 Future demand for MUFIS funds remains positive. Throughout 1996, long-term
interest ratesin the Czech domestic market remained relatively stable at rates comparableto MUFIS
loans. The domestic credit market has tightened considerably in 1997, making MUFIS loan rates
more attractive. Some of the banks participating in the MUFIS program have developed special
relations with regional municipalities and have aggressively marketed the advantages of long-term
credits. All inal, MUFIS current projection of municipal loan demand seems more conservative
than in the past.
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2.32 At thispoint, the greatest uncertainty surrounding MUFIS' future on-lending concerns
the availability, magnitude, and timing of future HG tranches. MUFIS requested a third tranche of
$20 millionin 1995. It believed that the borrowing process would take time, but that funds would
be available for the spring 1996 construction season. USAID-Washington originally agreed to athird
tranche of $10 million, then later increased the amount to $14 million. However, HG disbursement
was held up and funds were received by MUFIS one year later than originally anticipated. Both
MUFIS and participating banks were reluctant to activate municipal demand for funds during 1996
because of the uncertainty of when (or if) fundswould be available, and thefear of generating demand
for long-term credits that could not otherwise be satisfied. This hiatus in funding threatened to
jeopardize overall program operations, by leaving the impression that MUFIS was not areliable or
predictable source of financing.

2.33 Loan Repayments.
A. Repayments from MUFISto U.S. investors:

Interest payments to U.S. investors for both HG loans are due semi-annually on March 15, and
September 15 of each year. Asof March 31, 1997, MUFIS had made all of its payments of interest
and periodic feesin full and on time asindicated in Table 6. All repayments correspond to the first
HG loan. The exchangerate of the first payment due on September 15, 1995, was $1.00 = K¢ 27.05,
reflecting a decline of 4.3 percent in the value of the crown from the date of borrowing. Similarly,
other repayments reflect the fluctuation and declining trend in the value of the Czech crown from the
date of borrowing. Thefirst repayment of principa on thefirst HG loan is not due until 2005, after
the 10-year grace period. Repayment of principal of the second loan commences in 2007 after the
10-year grace period.
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Table6

Repaymentsfrom MUFISto U.S. Investorsas of March 31, 1997

Date Due | Date of Amount in $ (thousand) Exchange Amount in K¢ (thousand)
Payment | F Rate | F
Order | Interest ee nterest ee
USAID RNB USAID RNB
September | September 836.0 50.0 - 27.048 22,612.1] 1,352.4 -
15,1995 | 6, 1995
March 15, | March 8, 836.0 50.0 15 27.244 22,776.8 1,362.3 34.2
1996 1996
September | September 836.0 50.0 - 26.0900 21,811.2) 1,304.5 -
15,1996 | 4, 1996
March 15, | March 7, 836.0 50.0 15 29535 24,691.3] 1,476.8 37.
1997 1997
Total 3,344.0 200.0 3.0 91,8914 5,495.9 71.2|

B. Repayments from commercia banksto MUFIS:

Commercia banks repay interest to MUFIS quarterly (March 31, June 30, September 30, and
December 31) and twice ayear pay loan principal (June 30, and December 31). Asof March 31,
1997, banks had paid to MUFIS atotal of K¢ 74,569,377 in interest payments and K¢ 40,661,282
in principal repayments on 24 loans. [Table 7.] All interest and principal payments by commercia
banks to MUFIS were made in full and on time. From the 27 loans provided to date, MUFIS will

receivein 1997 approximately K¢ 79 millionininterest and principa payments. The portion of these
funds corresponding to payments of principal will be available for re-lending.
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Table7
Repayments from Commercial Banksto MUFIS
in Year Ending March 31, 1997

Bank L oan Repayments

Number of Loans Amount (Principal) in K¢
Komeréni banka 8 14,574,100
Investicni a postovni banka 6 9,168,800
Pragobanka 6 8,066,082
COOP Banka 7 8,852,300
Total 27 40,661,282

C. Repayments from municipaities to commercial banks:

The repayment schedule for individua loans to municipalities is subject to negotiation between a
given bank and amunicipality. The frequency of payments varies case by case for both interest and
principal.

() Repayments of principal:

Arrangements range from two principal payments per year (10 loans), to quarterly payments
(15 loans) to monthly repayment (2 loans). Most common areequa principal installments (21 |oans).
In some cases the amount of principal repayment changes over time (6 loans); typicaly, thisinvolves
increasing principal payments so as to maintain fixed total payments (principal plusinterest). There
has been only one case--City of Trebic--in which acommercia bank agreed to grant a grace period
on principal repayment as part of the origina loan terms. City of Trebic negotiated this arrangement
with COOP Bank based on the planned construction progress of its project and the expected stream
of project revenues.

(i) Interest payments:
Municipalities pay interest to commercial banks either quarterly (14 loans) or monthly (13 loans).

Interest dueis calculated from the actual amount of the loan that has been drawn. Interest payments
by municipalitiestotaled K¢ 61,358,000 asof March 31, 1997. Thisisapproximately K¢ 13.2 million
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less than the commercial banks had to pay MUFIS, since banks have the obligation to pay interest to
MUFIS on the whole amount of the loan beginning from the date of transfer of funds from MUFIS
to abank. (The bank isfreeto invest undisbursed funds in short-term money instruments.)

2.34 Bank payments to MUFIS are handled in reverse order from MUFIS disbursements.
Payment of interest and principal have to be received within five working days of the scheduled due
date. Transfersare made from the account of a participating bank through the CNB clearing center
to MUFIS genera current account at CMZRB.
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1. MUNICIPAL BORROWING AND MUNICIPAL INVESTMENTS

3.01 Underlying Municipal L oans and Project Investments. Aspart of the monitoring,
the consulting team investigated the loan arrangements between lending banks and borrowing
municipalities, aswell asthe underlying municipal investment projects, for the 27 loans that had been
disbursed by MUFIS as of March 31, 1997.

3.02 For each of the 27 loans, one or more members of the assessment team visited the
borrowing municipality and interviewed the mayor, other key members of the municipa
administrative staff, including budget officersand those responsible for implementing the investment
project, and, in most cases, loan officers of the branch of the bank responsible for loan negotiations
with the municipality.

3.03 Thetables and comments bel ow provide an overview of theinvestment projectsthat are
being financed through MUFI Sloan activity. Annex A describestheindividua loans and investment
projects.

3.04 Size of Borrowing Municipality. MUFISfunds have been used by participating banks
to financeloans primarily for small and medium-sized municipalities. Thisiscons stent with program
objectives. Thefew large citiesin the Czech Republic have access to the credit market without the
intermediation of MUFIS. A principal rationalefor the development of MUFI Swasto increase credit
availability for the great bulk of municipalities, which have populations under 10,000. [Only 284 of
the 6,232 municipalities in the Czech Republic have a population over 5,000]. Table 8 provides a
breakdown of loan activity by municipal population size.
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Table8
MUFIS Loans by Municipal Population

Population Size Number of L oans Total Amount
No. of Loans in % in K¢(000) in %

Less than 5,000 11 40.7 132,500 25.5
5,000-10,000 10 37.0 258,360 49.8
10,000-20,000 2 7.4 36,783 7.1
20,000-50,000 2 7.4 47,000 9.0
50,000-100,000 2 7.4 44,500 8.6
100,000 and over 0 0.00 0.00 0.00

Total 27 100.0 519,143 100.0

3.05 Regional Distribution. Loans have been distributed throughout the entire country.
Table 9 shows the distribution between Bohemia and Moravia-Silesa. The Program Agreement
stipulates that a minimum of 75 percent of loan activity will take place outside of Prague. To date
al twenty seven MUFIS loans have been made outside of the City of Prague. (Note that the
demarcation between Moraviaand Silesiais not completely clear, because “regions’ are not legally
defined in the Czech Republic. However, by conventiona regional groupings, 7 loans have gone to
Bohemia, 12 to Moravia, and 8 to Silesia)

Table9
MUFIS Loans by Region
Number of Loans Total Amount
By Region ) ) -
No. of Loans in % in K¢(000) in %

Bohemia 7 25.9 162,990 314
Moravia-Silesia 20 74.1 356,153 68.6
Total 27 100.0 519,143 100.0
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3.06 Loan Maturity. The Program Implementation Plan allows loansranging from 7 to 15
year maturity. Table 9 shows that the loans made so far have been at the longer end of the maturity
options. Fourteen of the twenty seven loans representing 67 percent of the disbursed loan amount
have been for 14-15 years, the longest period allowed under the Program Implementation Plan.
These MUFISloans are the longest-term municipal loansthat have been madein the Czech Republic.
They directly support the program objective of lengthening municipal lending periods, in order to
provide a more stable and more affordable basis for infrastructure financing. Asshown in Table 10,
another group of eleven loans (or 29 percent of total lending) was provided for 10-11 years. This
type of maturity is still very scarce in the Czech Republic.

Table 10
MUFIS Loans by Maturity
Number of L oans Total Amount
By Maturity
No. of Loans in % in K¢(000) in %
Less than 10 years 2 7.4 21,000 4.1
10-11 years 11 40.7 150,653 29.0
12-13 years 0 0.0 0 0.0
14-15 years 14 51.9 347,490 66.9
Total 27 100.0 519,143 100.0

3.07 Interest Rates. MUFISrulesplaceaceiling of 2.5 percentage points on the margin that
banks can add to their cost of capital from MUFIS in municipal lending. Banks borrow funds from
MUFIS at 9.5 percent. The ceiling rate for on-lending therefore is 12 percent. As can be seen from
Table 11, al loans have been within this ceiling. Competition between banks has resulted in many
loans and more than half of the approved lending amount being made at rates bel ow the authorized
celling. This is one of the benefits of using MUFIS to encourage competition among potential
lenders. Bigger citieswere morelikely to recelve interest rates below the celling. For example, two
of the three 11 percent loans were made to the two largest cities in the program, Pardubice and
Opava.
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Table 11

MUFIS Loans by Interest Rate

Number of Loans Total Amount
Interest Rate
No. of Loans in % in K¢(000) in %
11% 3 111 58,500 11.3
11.5% 9 33.3 195,153 37.6
11.75% 1 3.7 25,000 4.8
12% 14 51.9 240,490 46.3
Total 27 100.00 519,143| 100.00

3.08 MUFIS appears to have interpreted the ceiling rate restrictions as not applying to its
own purchase of municipal bonds, or to have interpreted its bond purchase as a short-term cash
investment. The bond issue MUFIS purchased carries an interest rate of 12.9 percent, and amargin
of 3.4 percent over MUFIS on-lending rate to banks. Whether thisinterpretation of the on-lending
limitations is consistent with USAID’s intent in the Program Agreement is unclear and should be
resolved, along with other procedures to be followed in the case of bond purchases.

3.09 Typeof Collateral. One of the program objectives has been to encourage banks to
move away from exclusive reliance on municipal property as collateral for municipal loans. Heavy
reliance on property collateral (i) limits municipal use of credit since a municipality’s borrowing
capacity is constrained by its tangible property holdings; (ii) restricts a municipality’s economic
development and other options since property offered as collateral cannot be sold to third partiesand
cannot be modified without bank approval; and (iii) diverts attention from the most important factor
in municipal ability to pay--the adequacy of future income streams to service debt obligations.

3.10 Formally, legal dedication of future revenue streams as collateral for debt repayment is
not possible under Czech law, which recognizes only currently owned assets as possible collateral.
A municipality can promise to repay loans from specific future revenues, but the contract is not
enforceablein the Czech courts--i.e., it would not be possible for the creditor to seize future revenue
streams in the event of non-payment. This provision of Czech law makes strict “revenue bond”
financing impossible. Lenders have sought to circumvent this restriction by writing loan contracts
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that give abank the right to foreclose on amunicipality’s current account--an existing asset that can
be offered as collateral--up to the amount of annual property tax receipts or up to the amount of
personal incometax alocations. Where“futurerevenues’ areindicated ascollateral in Table 11, they
refer to this indirect collateralization of the current account, up to sums that correspond to some
annual revenue amount. Since there have been no cases of default on municipal loans or municipal
bonds in the Czech Republic, the exact position the courts would take on different types of
commitments contained in loan documents in the event of default remains unclear.

3.11 Table 12 shows the principal security behind MUFIS loans. Thirteen of the 27 loans
have been secured in whole or in part by municipal real property. Prior to 1995, essentialy al
municipal loansin the Czech Republic were secured by property collateral. Promissory notesare now
one of the most common forms of collateral. These represent signed notes, prepared in advance by
the municipality, dated to coincide with each loan installment due date, which the lending bank can
cash in the event that |oan payments are not received in atimely manner. Future revenues are used
indirectly as collateral in 10 cases, despite the legal hurdles to revenue bond financing.
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Table 12
MUFIS Loans by Type of Collateral

Number of Loans Total Amount
Type of Collateral _ _ )
No. of Loans in % in K¢ (000) in %

Promissory Notes* 6 22.2 132,000 254
Municipa Property 6 22.2 117,990 22.7
Future Revenues 2 7.4 30,153 5.8
Financial Assets 1 3.7 22,000 4.2
Combination: 1 3.7 19,000 3.7
Promissory Notes + Mun. Property
Combination: 4 14.8 40,500 7.8
Promissory Notes + Fut. Revenues
Combination: 3 11.1 65,000 12.5
Promissory Notes + Mun. Property
+ Fut. Revenues
Combination: 1 3.7 22,500 4.3
Promissory Notes + Cur.
Account**
Combination: 1 3.7 18,000 3.5
Promissory Notes + Current
Account** + Mun. Property
Combination: 1 3.7 40,000 1.7
Mun. Property + Fut. Revenues
Combination: 1 3.7 12,000 2.3
Mun. Property + Fin. Assets

Total 27 100.0 519,143 100.0

* The bank receives advance-dated notes that it can cash in the event it does not receive timely
payment from the municipality. A noteis provided for each due date of interest or principal.
** Thebank hastheright to claim funds held in the municipa current account in the event of default.
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3.12 Debt Service Ratios. One of the most important measures of municipal indebtedness
isthe debt serviceratio, defined astheratio of annual interest and principal payments on debt to total
municipal expenditures® A high ratio suggests that a municipdlity has relatively little budgetary
flexibility. Municipalities in the Czech Republic are not restricted in their borrowing by any state
laws. However, a significant debate has arisen during the last year as to whether some Czech
municipalities have placed themselves at risk by taking on “excessive debt” in their borrowing and
whether the state should act to limit local borrowing.

3.13 Dataon municipal debt obligations and municipal debt service are not readily available.
There is no mandatory reporting of this information. Municipalities in the Czech Republic are
reluctant to disclose data in general. For this study the authors gathered original information
concerning not only MUFIS loans but all of the municipal debts outstanding and the payment
schedule for each of them for all 26 municipalities and the 27 municipal loansinvolved inthe MUFIS
program. Datawere obtained by both telephone and persona interviews with mayors and municipal
finance directors. Local responses were cross-checked from other sources. All possible sources of
municipa borrowing were identified, both from subsidized state sources and commercial sources.
Respondents were asked to confirm in writing the magnitude of debt service paid in 1996 under each
type of loan.

3.14 Theauthorsbelieve that the datareported and the debt serviceratiosshownin Table 13
are accurate. The debt service obligations are significantly higher than those indicated in the 1996
Program Monitoring Report for the following reasons: a) the 1996 Monitoring Report, prepared in
May, 1996, reflected actual debt service obligations during the year 1995. Since most of MUFIS
loans were provided in the second half of 1995, payments of principa on these loans were not due
until 1996. Similarly, b) loans that were in their grace period, interest free loans from the State
Environmental Fund and other subsidized loans from governmental agencies, did not represent a
current debt service burden for 1995.

3.15 Thedatashownin Table 13 aso differ in some aspectsfrom those calculated inasimilar
study, “Debt Burdens of Municipalities Using MUFIS Loans’ conducted in the second half of 1996.
The debt serviceratios presented in Table 13 of thisreport have been cal culated based on actual total
expendituresfor 1996 and actual debt repayments paid in 1996 by each municipality, whilethe above-
mentioned report, “Debt Burdens...” used 1996 budgeted expenditures and projected debt service.
Often, municipalitiesareintentionally conservativein estimating revenuesfor budget purposes,; when

® A debt serviceratio normally is defined as the ratio of debt service to revenue, preferably recurring revenue.

However, in the Czech Republic recurring revenues are not accounted for separately from extraordinary revenues,
including the “revenue” received from long- and short-term borrowing and the proceeds of asset sales. Under these
circumstances, expenditures provide a better normalized indicator of budget level. (See Table 21 for acomparison of
aggregate debt service/revenue and debt service/expenditure ratios.)
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Table 13
Annual Debt Servicefor Borrowersunder MUFIS Program--1996

Budget Total Share from Budget Expenditures (in %)
Municipality Expenditures
(in ths. K¢) MUFIS | Commer. SEF MOF District Other Total
Loan Office Sour ces
Vratimov * 123,284.000 7.83 1.13 0.75 9.7
Bucovice 81,329.659 3.24 9.22 1.23 13.7
Bruntdl 214,163.363 0.77 5.20 6.0
Opava 567,856.520 0,70 3.60 0.03 43
Jablunka 19,722.350 10.78 3.18 14.0
Byst icka 5,839.000 34.15 34.2
T ebi¢ 419,956.000 0.96 5.06 6.0
Vitkov 52,691.240 3.99 0.93 4.9
Kralupy n. Vitavou 226,388.750 2.25 391 6.2
Svatava 22,698.440 7.95 8.53 3.58 14.32 34.4
Frydlant 92.024.156 8.08 1.28 94
Dolni Domadavice 13,809.452 3.59 3.6
Pardubice 854,623.222 0.56 2.07 1.09 3.7
Slavicin 107,350.000 0.88 0.9
Topolna 6,500.000 0.0
Nydek 21,713.000 12.65 3.37 16.0
Dolni Kounice 29,594.190 3.55 3.6
Ledec n. Sdzavou 53,917.000 6.80 10.40 17.2
Velké Losiny 62,624.000 6.55 6.6
Bystrice p. Hostynem 13,417.446 4.01 40
Jesenice 33,753.148 9.20 2.22 114
Slavkov u Opavy 19,682.212 21.05 211
Blansko 176,644.784 0.97 0.81 0.56 0.51 1.08 3.9
Slavkov u Brna 57,621.683 5.66 5.7
Prahonice 56,240.262 493 493 9.9
Mikulovice 34,554.000 5.12 1.74 0.27 7.1

* Vratimov has two MUFIS loans:

1. 6.01 % share from budget expenditures
2. 1.82 % share from budget expenditures
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higher revenues materialize, expenditures also increase and the debt service ratio will fall (because
debt service is fixed).

3.16 By international standards, some of the debt service ratios in Table 13 are very high.
Normally, adebt serviceratio in excess of 15 percent is considered to be ared flag requiring further
examination. Five of the 26 MUFIS municipaities had debt serviceratiosin excess of 15 percent in
1996. Two of the municipalities paid morethan 34 percent of their total budget expendituresfor debt
service. These high levels of debt burden do not necessarily point to a financial problem. A
municipality may choose to emphasize capital construction during aperiod and knowingly accept the
consequences of high debt service. No municipaity has missed or been late in a MUFIS debt
payment. Nevertheless, the situation requires careful monitoring. This is particularly true of a
municipality like Svatava, which has borrowed from a variety of different sources including the
MUFIS program, a pure commercial loan, the State Environmental Fund, and the District Office. It
istempting in these circumstances to shift debt around until the municipaity finds alender willing to
tolerate non-payment or re-scheduling. The appropriate question for future monitoring is not only
whether MUFI'S payments are made on time, but whether MUFIS borrowers are making all of their
debt service paymentsto al lenders on time.

3.17 Municipal Investment Projects. MUFISloanshave been used for awide variety of
project purposes. Municipalitieshave covered all or part of thefinancing of 41 separate projectsfrom
27 loans and one municipa bond. Table 14 summarizes the principal investment activities being
financed. However, some of the loans are being used for related investment projects, making astrict
classfication of loan purpose difficult (e.g., “comprehensive reconstruction”). Environmental
investments loom large in the overdl financing picture. Given the large backlog of local
environmenta needs, this use of MUFIS funds would appear to fit national priorities. Most of the
projects have a positive environmental impact. In some cases the projects impact on pollution
reduction is directly measurable (waste water treatment, sewer systems); in other cases the effects
are more indirect (energy savings from building insulation or installation of metering devices).

3.18 The impact of projects on the local population isillustrated by Table 15. In all, the
projects serve more than 42,000 households with a population of more than 142,000 people, all
living outside of the city of Prague. Thewater, sewer, and landfill projects serve essentialy theentire
local populations. Other projects have concentrated on re-building portions of atown, or providing
more energy-efficient heating for clusters of individual housing projects.
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Table 14
Municipal Projects Financed with MUFIS L oans

Number of Projects Total Loan Amount
Primary Purpose et
o. af By in % in K& (000) | in%
Permits
Metering and Control Devices 3 7.3 33,653.00 6.5
(hesating)
Water Distribution 4 9.8 31,586.00 6.1
Sewer Collection 9 22.0 114,019.50 22.0
Comprehensive Infrastructure 6 14.6 75,908.00 14.6
Reconstruction
Gas Distribution and Energy 12 29.3 99,735.25 19.2
Conversion*
Co-Generation for Residential Heating 4 9.8 125,360.00 24.2
Solid Waste Landfill 2 49 20,881.25 4.0
Building Insulation 1 2.4 18,000.00 35
Total 41 100.0 519,143.00 100.0

* Conversion from coal to natural gas heating.

3.19 Project Cost Recovery. The Program has the objective of encouraging cost recovery
in municipal investment projects—-i.e., the recovery of at least a significant portion of project
investment costs through fees and charges levied on users or beneficiaries. This kind of pricing
reduces the pressure of borrowing on the overall municipal budget, makes possible ahigher level of
local investment activity, and apportions costs to those who benefit most substantially from project
investment. Of course, full cost recovery from users is inappropriate in many cases. In particular,
environmental proj ectsoften produce area-wide benefitsthat makethem appropriateto financein part
through general tax revenues or central government subsidies.
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Table 15

Households Benefiting from Proj ects

Project Type Number of House- Population % of Total Municipal
holds Benefiting Benefiting Population Benefiting

Metering and Control 5,953 18,954 21
Devices (heating)
Water Distribution 1,920 5,838 38
Sewer Collection and 9,563 28,150 20
Treatment
Comprehensive 5,445 22,135 13
Infrastructure
Reconstruction
Gas Distribution and 5,070 15,749 33*
Energy Conversion
Co-generation for 1,654 5,914 41
Residentia Heating
Solid Waste Landfill 11,900 43,000 100+*
Building Insulation 712 2,322 13
Total 42,217 142,062 -

* Two projects of this category serve neighboring municipalities

3.20 Municipalities have been most likely to recover part of their investment costs through
user feeswhen the utility system that ownsthe property has been compl etely turned over to municipal
ownership. Otherwise, the municipality does not fully control fee-setting, and it may not receive any
financia benefits from higher fees. This arrangement discourages direct linkage of cost recovery
pricing to municipa investment. Full cost recovery has been most common on projectsinvolving the
installation of metering devices. Investments in landfills, water and wastewater projects also show
a significant percentage of cost recovery. Heating conversion projects and projects to extend gas
distribution lines provide mostly environmental benefits. They have had a low rate of direct cost
recovery, or none at all.

3.21 Table 16 showsthe estimated cost recovery ratefor projectsfinanced by the 27 MUFIS

loans. In most cases city officials have made projections of future operating costs as well as future
project revenues, permitting calculation of the extent of planned recovery of investment costs. The

26



cost recovery estimation period has been somewhat arbitrarily limited to eight years. Projections of
costs and revenues beyond that span are inherently uncertain.

3.22 Oveadl, Table 16 shows arelatively low level of cost recovery on MUFIS projects.
Why? Part of the explanation is that Czech municipalities until 1996 enjoyed robust growth from
genera revenues. As a group, they have been able to finance rising investment shares and still
maintain balanced budgets. They have not faced significant fiscal pressure to recover capital costs
in order to sustain investment levels. This situation, however, changed toward the end of 1996 and
in 1997. Asaresult of the new fiscal pressure on municipalities, it islikely that more attention will
be given to cost recovery on capital projectsin the future.

3.23 There aso has been intense citizen opposition to fee increases. Feesfor water service,
wastewater collection and treatment, and residential heating already have risen at very steep rates
because of price deregulation. Municipal authorities have been reluctant to add capital cost recovery
to the fee structure. Finaly, ingtitutional arrangements weaken the incentives municipalities might
otherwise haveto raisefees. Gasdistribution, for example, is provided by an independent company.
The gas company collectsall charges. A special arrangement would have to be negotiated to include
in the gas bill afee that repays the municipality for the capital costsincurred in extending gas lines.
A smilar situation is found in many regional water companies. These are owned collectively by a
number of municipalities, and serve a regiona customer base. Special arrangements have to be
negotiated for a single municipality to recover through water tariffs the capital costs incurred to
upgrade or extend the local water distribution system.

Table 16
Estimated Capital Cost Recovery on MUFIS Projects
Estimated Project Cost Rgcovery over 8 Number of Loans Total Value %
Y ears of Operations in K¢ (000)
0% 7 117,000. 225
1-25% 8 129,500. 249
26 - 50 % 6 113,130. 218
51-75% 2 57,360. 111
76 - 100 % 4 102,153. 19.7
Total 27 519,143. 100.0
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3.24 Sources of Project Financing. Most municipalities are using more than one source
of financing for their infrastructure projects. Given the complexity and interconnections within the
systems of municipal infrastructure, it is often difficult to determine if a given construction is part of
abigger project or if it should be viewed as a stand-alone project. Consequently, it can be difficult
to isolate the MUFIS share of overall project financing. In addition to MUFIS loans, 15 projects
were financed by municipal own-resourcesin the range of 5to 30 percent of construction costs. The
State Environmental Fund co-financed eight projects, and the Ministry of Agriculture co-financed
four projects. TheMinistry of Financeand Ministry of Culture co-financed one project each. Inthree
cases, agroup or association of municipalities complemented the MUFI S loan with own resources.
In one case, the MUFIS loan was supported by additional financing from the loca business
community.

28



IV. INSTITUTIONAL CAPACITY OF MUFIS AND ITS FUTURE ROLE IN THE
MUNICIPAL CREDIT MARKET

4.01 Theoverall goa of the Municipal Infrastructure Finance Program has been the creation
or strengthening of institutional capacity throughout the municipal credit market. The technical
assistance strategy for training commercial banksin credit analysis, and collaborating with Parliament
and government ministries on policy reforms, has been described in other reports. This report
examines the ingtitutional capacity of the Municipal Finance Company, MUFIS.

4.02 MUFIS-Municipal Finance Company. Based on authorization by the Czech
Government represented by the Ministry of Finance (MoF), MUFIS was founded by the Czech and
Moravian Guaranty and Development Bank (CMZRB) with an initial capital of K¢ 1 million and
registered as a joint stock company according to the Czech Commercial Code in April, 1994.
Subsequently, the shares were transferred in March 1995 to reflect MUFIS' current ownership.
Magjor shareholders are MoF and CMZRB which own 49 percent each. The third shareholder isthe
Union of Townsand Communities (UTC) of the Czech Republic which ownstheremaining 2 percent.
Upon registration, MUFIS became the bearer of guaranties provided by the Czech Government. The
Government has authorized guarantiesfor up to $100 million of HG loans, subject to implementation
by the Minister of Finance.

4.03 MUFIS has a Board of Directors which oversees administration, and a Supervisory
Board, which sets policy. The boards consist of representatives from MoF, CMZRB, UTC, the
Ministry of Regiona Development, and municipal governments, as well as independent experts on
municipal finance.

4.04 MUFIS rolein abroad senseisto support development of a self-sustaining, market-
based credit system to finance municipal infrastructure in the Czech Republic, as specified in the
Policy Action Plan of the Program Agreement. Therole of MUFISin anarrower sense with respect
to HG fundsisthreefold: () to solicit and receive funds from U.S. investors who are guaranteed by
USAID under its Housing Guaranty Program, (b) to make loansto participating financia institutions
which on-lend to municipalities for eligible infrastructure projects, (c) to purchase a portion of
municipdities bond issues. MUFIS thusisaspeciaized financial intermediary. Itsroleisillustrated
in Figure 1.

4.05 MUFIS Financial Operations. MUFIS started financia operationsin March, 1995
by receiving $20 million astheinitial HG Loan, followed by second HG loan of $14 million received
in March 1997. Its financial operations have included: (a) receiving and converting into Czech
currency both loans of $20 and $14 million; (b) payment of interest on the first tranche to the U.S.
investor on September 15, 1995, March 15, 1996, September 15, 1996 and March 15, 1997,
(c) disbursing funds by providing loans to participating commercia banks; (d) purchasing municipal

29



30



bonds; (e) receiving payments of interest and repayments of principal from participating commercia
banks, (f) management and placement of undisbursed funds.

4.06 MUFIS fisca year, according to the legal requirements of the Accounting Law,
correspondsto acalendar year starting January 1 and ending December 31. MUFIS' Profit and Loss
Statement for 1996 [Table 17] indicates alossin the amount of K¢ 2.05 million. Thisis significantly
less than the K¢ 11.9 million loss reported in 1995. Before transfers to reserves, MUFIS almost
broke even on an operating basisin 1996. It incurred less than a K¢ 400,000 (U.S. $13,000) loss.

Table17
1996 Profit and L oss Statement of MUFIS, Inc.

Item 1996 Expenses K ¢(000)

1 One time fees and charges on loan ddlivery (alocated over 5 years) 308
2 Periodic chargesto USAID and Riggs National Bank 2,710
3 Interest paymentsto U.S. investor 44,624
4 Charges for services of externa companies 1,226
4a of which: auditor (100)
4b accounting company (176)
4c CMZRB (945)
5 Other expenses 287
6 Allocation to foreign exchange loss fund 1,183
7 Allocation to cash-flow risk fund 473
8 Total Expenses 50,811

1996 Revenues

9 Interest on short-term financial investment (after 25%withholding tax) 1,332
10 Interest on provided credits (not subject to withholding tax) 44,944
11 Interest on bank current account (not subject to withholding tax) 2,459
12 Other revenues 24
13 Total Revenues 48,759
14 Profit / Loss of Current Year -2,052
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4.07 MUFIS losses for 1995 were partidly offset by resources drawn from the foreign
exchange reserve fund and cash flow reserve fund, which totaled K¢ 0.4 million. The state budget
contributed K¢ 2.2 million based on an agreement signed between MUFIS and MoF during 1996 to
cover currency exchange losses beyond MUFIS' reserve provisioning. The total net loss for 1995
of K¢ 9.3 million was carried forward to 1996.

4.08 MUFIS economic performance stabilized in 1996. Closer supervision by the MUFIS
Boards and better financial management by CMZRB led to the better financia results. For example,
MUFIS short-term cash deposits were shifted to financia instruments that do not require tax
withholding--an important factor for an organization like MUFIS which has a net loss position and
thereforeisnot subject to profitstax.” The Supervisory Board approved MUFIS financial statements
for 1996 on May 20, 1997 and approved a proposal to the genera shareholders meeting regarding
partialy offsetting the cumulative loss as shown in Table 18.

Table 18
Proposal for Balancing MUFIS L oss

| Item | K & (000) |

Economic Result (Profit/Loss) from Current Y ear -2,052
Unpaid Loss from Previous Y ears -9,258
Transfer from Foreign Exchange Loss Fund 1,183
Transfer from Cash Flow Risk Fund 473
Subsidy from MOF for Foreign Exchange Losses 2,970
Unpaid Loss Balance for 1997 -6,684

4.09 The major factors contributing to the 1996 loss were:

- Exchange rate losses. unfavorable exchange rate movements increased MUFIS HG
loan repayments in Czech crowns.

" Inthe Czech Republic, tax withholding on interest cannot be recaptured by businesses like MUFIS that have

operating losses.
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- Cost of services provided to MUFIS by CMZRB increased by approximately
0.7 millionto atotal of K¢ 0.945 million. The basisfor calculating CMZRB’sfeeis
0.2 percent assessed on the amount of outstanding principal on loans provided to
commercia banks,

- Higher alocation to reserve fundsin 1996. MUFIS' ability to fund reserves should
be viewed as a positive step. The exchange rate reserve fund is being allocated
0.25 percent and the cash flow reserve fund 0.1 percent of the outstanding principal
on loans provided to commercia banks.

4.10 Overdl, MUFISreveded an improved capacity for financial management in its second
year. Its management of undisbursed funds through short-term investments has improved.
Agreement was reached with CMZRB to the effect that MUFIS' current account balance would earn
interest at arate of 1 percent below PRIBOR rate. Interest earnings from current accounts are not
subject to income withholding tax.

4.11 The Supervisory Board, responsiblefor setting MUFIS' policy, including guidelinesfor
financia operation, held eight meetings in 1996. The Board formulated a clear policy statement
regarding cash management asrecommended in the 1996 Monitoring Report. Thisapproach resulted
in the above-mentioned arrangement with CMZRB, which structures the interest rate of MUFIS
current account asafloating ratetied to PRIBOR. Other instruments used by MUFISfor short-term
investments included state bonds (not subject to withholding tax) and Komer¢ni banka (KB) bonds.
Fixed time deposits and deposit certificates (both subject to 25 percent withholding tax) have been
phased out.

4.12 MUFIS did not accept USAID’ s technical assistance recommendations to create full-
time administrative positionsin cash management and accounting. One reason isthe cost of full-time
positions. CMZRB personnel have performed the cash management functions described above as
part of CMZRB’ s management agreement.

4.13 Lookingtothefuture, MUFIS spread ontheinitia HG funds, even whenthesearefully
lent to participating banks, issim. As shown in Figure 1, the difference between MUFIS' cost of
funds and its on-lending rate was only 0.44 percent for the first HG loan, excluding potential foreign
exchangelosses. The Ministry of Finance has agreed to absorb the cost of foreign exchange losses
beyond the 0.25 percent reserve provisioning. However, MUFIS must pay for al its operating costs
from the spread. A spread of 0.44 percent, applied to a$100 million loan portfolio, would generate
$440,000 per year of income, more than ampleto cover MUFIS' operating costs. However, the same
spread applied to a portfolio of $20 million generates only $88,000 potential income.

4.14 The second HG borrowing took placein March 1997, under somewhat more favorable
conditions, and provides MUFIS with more flexibility to generate income to cover its operating
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expenses. MUFIS' cost of funds totaled 8.31 percent in U.S. dollars, which allows for just under a
1.2 percent spread between the cost of funds in dollars and the on-lending rate.

4.15 The Program as a whole is exposed to currency risk. An agreement between the
Ministry of Finance and MUFIS protects MUFIS against foreign exchange losses beyond the level
of itsreserve fund provisioning. Additional losses are absorbed by MoF. The decline in the value
of the crown has accel erated since M UFI Sreceived its second |oan and the exchange rate has become
more volatile. In May 1997, the crown fell 8 percent relative to the dollar in asingle day, though it
subsequently hasrecovered somewhat. Theforeign exchangelosseshave been partially compensated
by arise in domestic interest rates which has allowed MUFIS to increase earnings on its short-term
investments.

4.16 MUFIS may consider raising its on-lending rate to banks. Thiswould both strengthen
MUFIS' financial position and bring its lending rate to banks more in line with the domestic cost of
funds. MUFIS, USAID, and MoF should discuss the pros and cons of such an adjustment to the
Program Agreement.

4.17 MUFIS again elected to receive all of the third tranche financing as a single lump-sum
payment which was converted immediately into Czech crowns. This action increased exposure to
currency risk. In the future, MUFIS should consider aternative strategies that hold the dollars
offshore until they are needed to financeinternal on-lending, or that draw down the HG commitment
in amounts that more closely correspond to immediately identifiable loan demand.

4.18 Table 19 showsMUFIS' proposed budget for 1997 asof May. It reflectsan anticipated
further improvement in operations to achieve budgetary balance. However, the budget assumes an
average exchange rate of K¢ 30.5=US $1.00 in calculating external debt service payments, whichis
well above the crown’ s recent trading range.

4.19 MUFIS Cost of Capital. Asaresult of the declinein the value of the Czech crown,
MUFIS truecost of capital hasbecomevery expensive. If thefirst- and second-tranche HG loan had
been repaid on March 15, 1997, two years after theinitial borrowing, the annual cost of capital of the
HG loan in Czech crowns would have been 16.8 percent. Thisrate iswell in excess of the cost of
fundsin the domestic market asindicated by bond yields or long-term deposit rates. It illustratesthe
inherent risks of borrowing in foreign currency.

4.20 MUFIS experiencewith international borrowing emphasizestheimportance of MUFIS
(or CMZRB) developing institutional access to longer-term domestic financing if either institution
intends to maintain a permanent presence as afinancial intermediary for municipa lending. USAID
technical assistance should help MUFIS and CMZRB plan for the transition to mixed domestic and
internationa financing.



Table 19
MUFIS Draft Budget for 1997

Actual 1996 Projection 1997
Item K¢ (000) Total Breakdown K¢ (000) Total Breakdown
A. Operating Expenses
1. One Time Fees (time adjusted)
a) on first tranche 308 309
b) on second tranche 0 340
2. Annual Periodic Charges
a) on first tranche 2,710 3,046
b) on second tranche 0 743
3. Chargesfor Services 1,226 1,570
a) CMZRB 945 1,157
b) accounting company 176 176
c) auditor 100 100
d) other 137
Total Operating Expenses 4,244 6,008
4. Reserves 1,656 2,024
a) foreign exchange depreciation fund 1,446
b) cash flow fund 578
B. Operating Revenues: 15 215
Operating Profit/L oss -5,885 -7,817
C. Finance Operations:
1. Interest received 48,734 82,255
a) on provided credits to banks 44,944 54,949
b) on municipal bonds 581
C) on securities 26,725
d) on current bank account 2,459 0
€) on term deposits (net of tax) 1,332
2. Interest expense 44,624 73,363
a) on first tranche 44,624 50,593
b) on second tranche 22,770
3. Other Finance Expenses 287 1,032
4. Other Finance Revenues 10 11
Profit/L oss from Finance Operation 3,833 7,871
Profit/Loss of Current Year -2,052 54
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4.21 MUFIS Institutional Structure and Capacity. MUFIS governing bodies are: the
Shareholders General Assembly, the Supervisory Board and the Board of Directors. The powers,
responsibilities, and interaction among these bodies are governed by the company's Charter.

4.22 The Shareholders General Assembly is the supreme governing body of the company.
It meets annually. Upon informing the Supervisory Board, the Board of Directors can convene an
extraordinary general assembly meeting in addition to the regular one.

4.23 The Supervisory Board oversees the company's activities and approves MUFIS
strategiesand policies. It consists of seven memberselected by the General Assembly for athree-year
term. The Supervisory Board appoints and confirms members of the Board of Directors. According
to the Charter, Supervisory Board meetings are convened by its Chairman. Members of the MUFIS
Supervisory Board areregistered in the Commercia Court's Register. Mr. Macka, General Director
of CMZRB, a 49 percent shareholder, is Chairman. The representative of the Ministry of Finance,
also a 49 percent shareholder, Ms. Kameni¢kova, acts as Deputy Chairman. One of the authors of
this report, Petr Tgj¢man, is also amember of the Supervisory Board.

4.24 1n 1996, the Supervisory Board held eight meetings and carried out activities in order
to improve and state more clearly MUFIS policies. Significant effort was spent on securing the third
tranche of HG funds in order to maintain continuity of the program.

4.25 The Board of Directors (Executive Board) manages and acts on behalf of MUFIS in
executing General Assembly resolutions, and in carrying out Supervisory Board policies and
decisions. It consists of five members appointed by the Supervisory Board for three-year terms who
meet according to the Charter at least once a month. As MUFIS' executive body, the Board of
Directorsisresponsiblefor supervising individual contractorsand ensuring thequality of servicesthat
are provided to MUFIS.

4.26 MUFIS does not have any employees. All functions are carried out through external
contractors. General administration, banking, and financia services, including cash management, are
provided by CMZRB under afee arrangement. All financial accounts are maintained at CMZRB.

4.27 The 1996 Monitoring Report called attention to the absence of written agreements
between MUFIS, theMinistry of Finance, and CM ZRB which produced misunderstandingsasto how
MUFIS losses for 1995 would be covered. To avoid similar uncertainty in 1996, a written
agreement between MUFIS and MoF covering MoF s financial commitments was signed, together
with other legal documents regarding the guaranty.
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4.28 MUFIS does not have a staff to conduct financia or credit analysis. Unlessit obtains
external assistance, thiswill restrict its ability to assume credit risks (e.g., through direct purchase of
bond issues) or to expand the range of its financial operations in other ways. To date, MUFIS has
accepted assistance from USAID to prepare legal documentation of HG loan offers. However, inthe
future MUFIS will be expected to contract for any such assistance on its own.

4.29 MUFIS’ long-run goalsas an institution, and the capabilitiesit requiresto achieve these
goals, need to be identified more clearly. Various visions of MUFIS' longer-term role have been
proposed. These range from having MUFIS become a permanent financia intermediary, which
obtains capital fundsfor on-lending from international organizations and the domestic capital market
while on-lending to commercial banks to serve speciaized nichesin the municipal credit market, to
phasing out MUFIS in view of the private market's increasing capacity to finance municipalities
borrowing needs. The shareholders of MUFIS need to express a clear sense of MUFIS future
mission.

4.30 Other Issues. MUFIS has numerous financia relations with the Czech and Moravian
Guarantee and Development Bank (CMZRB), its founder and 49 percent owner. CMZRB handles
MUFIS administrative responsibilities and carries out cash management under a management
contract with MUFIS. Most of MUFIS cash on hand has been invested in CMZRB financia
instruments, sometimes at below-market rates of interest. CMZRB has sold to MUFIS a portion of
the only municipal bond it has underwritten. These financial connections make it important that
arm’ s-length relations are maintained between MUFIS and CMZRB. MUFIS was created as a
financia intermediary for the entire Czech banking sector in order to support competition within the
sector.

4.31 Itisrecommended that all financial transactions between CMZRB and MUFIS, aswell
as transactions between MUFIS and other institutions with which Board members are affiliated, be
committed to writing and require the signature of two outside members of the appropriate MUFIS
board.
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V. THE CZECH MUNICIPAL CREDIT MARKET AND MUNICIPAL INFRA-
STRUCTURE FINANCING

5.01 The Municipal Infrastructure Finance Program seeks to help establish a workable
municipal credit market in the Czech Republic. The ultimatetest of its successistheway that market
performs.

5.02 Prior to 1992, municipal borrowing to financelocal infrastructure projectswasvirtually
non-existent in the Czech Republic. The system inherited from the previous regime made
municipalities almost totally dependent on central authorities for capital financing. Over 70 percent
of local revenues came from the state budget, and amost al local capital investments were financed
by state subsidies or state grants.

5.03 With progress in decentralization and the deepening of democratization in the Czech
Republic, anew tax and local government financing system was adopted beginning January 1, 1993.
This reform eliminated many of the traditional central subsidies for local government, and replaced
them with shared tax revenues, treated as “own source” revenues in the Czech (and EU) public
accounting system. Shared taxes are centrally collected and then apportioned to local budgets. The
largest proportion of centrally collected revenues is distributed on the basis of local expenditure
needs, rather than by point of revenue generation. Table 20 shows the shared taxes and the ratio
allocated to municipal governments for each tax.

Table 20
Municipal Portion of Shared Taxes
1993 1994 1995 1996 1997
% % % % %
Personal Income Tax 40 50 55 30 30
Unincorporated Income Tax 100 100 100 100 100
Corporate Income Tax 0 0 0 20 20
Property Tax 100 100 100 100 100

5.04 Further changes in intergovernmental financing were made in 1996. These changes
aimed at two main objectives. First, they attempted to balance the rate of growth of local budgets
and the national budget. Second, they sought to reduce differencesin tax revenues per capitaamong
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the municipalities. Yields from the persona income tax are the most rapidly growing source of
revenue in the Czech Republic. Until 1996, personal income taxes were alocated completely to the
sub-national level--either to municipalitiesor districts. One consequence of thisarrangement wasthat
municipa revenues from nationally collected taxes were growing significantly faster than revenues
retained by the state. The 1996 reforms allocate personal income tax receipts among the State,
district offices and municipalitiesin the ratio 40:30:30. The Corporate Income Tax became a new
revenue source for municipal budgets; 20 percent of receiptsare allocated to municipalities. Because
revenues from the Corporate Income Tax show little secular growth (due to repeated reductionsin
the corporate tax rate), the overall growth in municipal revenues has been reduced to roughly equal
the rate of revenue growth in the state budget. Differences in per capita tax revenues among
municipalitiesare being reduced becauseyieldsfrom the Corporate | ncome Tax aredistributed among
municipalities on a uniform per capita basis.

5 o 5 <hareof Different Taxes in Municipal Tax Revenues in 1996
Shared
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5.06 Another source of municipal own revenues is represented by local fees. Municipalities are
authorized by law to impose the following six local fees: dog fees, fees on spa or recreational stays,
facility bed charges, fees on using public space, fees on entrance charges, and fees on car permitsto
enter certain parts of municipalities. Local fees are collected by the municipality. They account in
total for only 1.5 percent of municipa revenues. They are more important for the budgets of small
municipalities.
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5.07 Recent Fiscal Developments. Thefiscal situation of the Czech Republic deteriorated
at theend of 1996. Real GDP growth at 4.1 percent for 1996 fell short of the 5.5 percent target. As
a result, budget revenues did not reach projected levels, either in the central budget or in local
budgets. Actual tax revenues alocated to local budgets in 1996 were lower by 0.4 percent than
projected. Transfersfrom the central budget to municipalitieswere 3.7 percent lower than projected.

5.08 Thisunfavorabletrend hascontinued into 1997. The national trade deficit has continued
to grow. GDP growth for 1997 is now projected at no more than 1.5 percent. In response to the
economic and fiscal difficulties, the Czech government first adopted a so-called “mini measures
package’ in the second half of April, which includes cuts in local government revenue alocations.
Further restrictive fiscal measures are expected throughout 1997.

5.09 Aggregate Municipal Credit. There currently are very few restrictions on municipal
borrowing in the Czech Republic. The law enables municipalities to enter both the domestic and
foreignloan marketswithout any restrictions concerning either the purposefor which themunicipality
wants to borrow, or the structure of aloan, including the date of maturity and the interest rate. To
issue bonds, amunicipality has the obligation, like all other subjects, to apply for an issue permit at
the Ministry of Finance and the Czech National Bank. The nationa government review is primarily
for the legal form of bond issues, but also includes a judgment as to whether bond issuance is
financially prudent.

5.10 In addition to lega flexibility, the stability and predictability of municipalities shared
tax revenues have given them considerable financia latitude in taking on debt. One component of
the “mini measures package,” however, calls for the Ministry of Finance “to impose regulations on
municipal debt.” Regulation of municipal debt is aimed at protecting Czech municipalities from
overindebtedness and also at limiting sub-national borrowing for macroeconomic reasons. The
Ministry of Finance reports that fewer than 10 small municipalities (up to one thousand population)
presently are facing problems with their debt service.

5.11 Table 21 showsthat despite the rapid growth of municipal borrowing (commercial plus
non-commercial), debt outstanding for the municipal sector has not reached warning levels.
Aggregate debt service ratios are under 4 percent. Regulation is intended to keep municipal debt
within prudent levels, especialy at a time when the pressure to borrow may increase because of
reductions in central government tax sharing and transfers.

5.12 Thelegd and financia system established by the Czechs has created generally favorable

conditions for development of the municipa credit market. However, a number of impediments
inherited from the previous system had to be dealt with. A single institution previously handled the
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Table21
Municipal Indebtedness

1993 1994 1995 1996

Outstanding Debt (bill. of K&) 2.9 14.1 22.7 32.2
Debt Service (bill.) * 17 3.4 5.6
Total Expenditure (bill.)** 902| 1121 1311 1444
Total Revenue (bill.) *** 101.3| 1195| 1489| 1861
Outstanding Debt/ Total Expenditure (%) 3.2%| 126%| 17.3%| 22.3%
Outstanding Debt/ Total Revenue (%) 29%| 11.8%| 152%| 17.3%

Debt Service/Total Expenditure (%)

Debt Service/Total Revenue (%)

*  Datawere not reported in 1993

**  Both expenditure and revenue total s exclude targeted subsidies from the state for functions that
municipalities perform on behalf of the state.

*** |ncludes revenue from borrowing, asset sales, and carryover of surplus from previous year, per Czech
accounting conventions

Source for Outstanding Debt: Table 28

Source for Debt Service, Total Expenditure and Total Revenue: Survey of Municipal Budget Balance

1.5% 2.6% 3.9%
1.4% 2.3% 3.0%

overwhelming majority of municipa loans and individual savings deposits. There was very little
recent experience with long-term or even intermediate-term lending for municipal investment. Most
municipal loanswere short-term bridge loansto cover cash shortfalls. Therewere no municipa bonds
and no activity in the municipal sector by foreign banks. The primary policy goals of the Municipa
Infrastructure Finance Program have been to hel p inject competition into the municipal credit market,
and to improve the conditions of municipal borrowing for infrastructure investment, by lengthening
the terms of loans, lowering interest rates, and improving collateral conditions.

5.13 Accessto long-term capital is crucial to successful financing of infrastructure projects.
The Czech National Bank defines “long term” loans as loans of four-year maturity or greater,
“medium term” as loans of one to three years, and “short term” as loans shorter than oneyear. As
shown in Table 22, total commercial loans outstanding to municipalities increased by a factor of
nearly five times between 1993 and 1996. Long-term loans outstanding climbed at a still faster
rate--by almost 12 times.
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Table 22
Volumeand Term Structure of Municipal Commercial Credit Outstanding

Type of December 31, December 31, December 31, 1995 | December 31, 1996
Credit 1993 1994
K ¢(000) % K ¢(000) % K ¢(000) % K ¢(000) %

Short term? 632,960| 31.8 769,244 18.2 | 1,802,455 | 24.6 525,541 5.8
Medium term® 818,761 41.3 | 1,663,129| 39.4 | 1,916,579 26.1 2,331,599| 254
Long term® 532,661 26.9 | 1,790,081 424 | 3,611,176 | 49.3 6,309,794| 68.8
Total 1,983,382 | 100.0 | 4,222,454]100.0 | 7,330,210 | 100.0 9,166,934| 100.0

a  Lessthan oneyear.

b. 1-3years.

Cc. A4+years

5.14 The aggregate shift in the structure of municipal commercial debt from short and
intermediate term to long term has been impressive. The share of long-term loansin total municipal
debt increased from 27 percent at the end of 1993 to almost 70 percent at the end of 1996. The share
of both short-term and intermediate-term debt fell during this period. The lengthening of loan
maturity provides a more stable basis for infrastructure financing and alleviates the threat of a
financia crisisresulting from municipalities’ inability to roll over short-term debt. Unfortunately, no
dataare availableregarding the total volume of loans of seven or ten years maturity or longer, which
would be considered long-term in the United States or Western Europe.

5.15 MUFIS role in overall credit market development can be judged in relation to the
aggregate data shown in Table 22. MUFIS accounted for a moderate share--about 15 percent--of
the net increase in municipal lending during 1995. However, it accounted for a larger share of its
intended market. Bank loans through MUFIS accounted for 25 percent of net “long-term” lending
(4 years maturity or longer) in 1995, and a much higher, but unknown, proportion of lending of 7
years or longer. MUFIS-sponsored loans also helped increase competition in municipal lending.
They financed two-thirds to three-fourths of all long-term municipa lending by other than the
dominant bank in the municipa sector, Ceska sporitelna. However, in 1996 the municipal credit
market continued its structural development with only modest contributions from MUFIS.

5.16 The aggregate shift from short term to long term credits has been accompanied by a
lowering of interest rates in the municipal sector. At the beginning of 1993, long-term municipal
loans and municipal bonds carried interest rates in the range of 14 percent to 16 percent. During
1996, these interest rates stood in the range of 11.2 percent to 12.5 percent. (Thereisno index of
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municipal interest ratesin the Czech Republic.) The declinein interest rates for municipal loans has
been steeper than the decline in other lending rates. This reflects improvement in the perceived

creditworthiness of municipalities as aresult of their high rates of timely loan repayment, as well as
the credit market’ s greater familiarity with municipal budgeting and municipal credit risk. Interest
ratesfor all clients can be expected to risein 1997, asaresult of the deteriorating financial situation.

5.17 The Ministry of Finance reports that about one thousand municipalities have borrowed
from commercial banks, or about 16 percent of all municipalities in the Czech Republic. The Czech
Savings Bank aonereportsthat it has provided morethan 1,250 different municipal loans since 1994,
with a“problem loan” rate of less than 1 percent.

5.18 Table 23 demonstratesthat total commercia lending to municipalities has been growing
far morerapidly than therest of the commercial credit market, especially for long-term credits. Long-
term municipal credit (four-year loans or longer) doubled between 1994 and 1995 in the municipal
sector, and increased by another 75 percent in 1996.

5.19 Still, the municipal share of all commercia bank credit was only 1.0 percent at the end
of December 1996. [Table 24.] Municipa credit was a somewhat more significant factor in long-
term lending. Municipalities long-term debt accounted for 2.3 percent of all long-term debt owed
to domestic commercial banks. Asapoint of comparison, outstanding municipal credits (both loans
and bonds) represented 8.5 percent of outstanding domestic credits (loans and bonds) during the
period 1993-95 in the United States.?

Table 23
Growth of Commercial Bank Credits, between

December 31, 1994, December 31, 1995 and December 31,1996 in K¢ (billion)

1994 1995 1996 %Growth
95/94 96/95
Total 784.0 836.7 895.5 6.7% 7.0%
Non-Financia Organizations 593.9 643.5 726.3 8.4% 12.9%
Local Government 4.2 7.3 9.2 73.8% 26.0%
Total Long-Term (4+ years) 237.0 250.3| 2756 5.6% 10.1%
Non-Financial Organ., Long-Term 157.3 170.8 212.8 6.9% 24.6%
Local Government, Long-Term 18 3.6 6.3 100% 5%

The overall structure of the Czech credit market is quite different from that in the United States. Central
government debt is atiny proportion of the total (1.1 percent), because of the Government's balanced budget record.

Home mortgage borrowing has just begun.
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Table24
Structure of Commercial Bank Credits Outstanding According to
Type of Borrower as of December 31, 1996 (K¢ billion)

Short Term®  |Medium Term® Long Term® Total
Ke(bill)] % |Ke (bill) % K (bill.) % K¢ (bill.) %

Tota 387.9| 100.0 232.0| 100.0 275.6 100.0 895.5 100.0
Non-financial 338.0| 871 1755| 75.6 212.8 77.2 726.3 81.1
organizations
Monetary & in- 22.8 59 10.0 4.3 1.0 0.4 33.8 3.8
surance organiz.
Governmental 11 0.3 25 11 13.8 5.0 17.4 19
sector total
from it:

Centra 0.6 0.2 0.1 0.1 7.5 2.7 8.2 0.9

government

Local 0.5 0.1 24 1.0 6.3 2.3 9.2 1.0

government
Non-profit 0.9 0.2 0.3 0.1 0.2 0.1 14 0.2
organizations
Self employees 18.2 4.7 31.8] 138 15.6 5.6 65.6 7.3
Population 2.2 0.6 6.8 29 28.9 10.5 37.9 4.2
Other 4.7 12 51 2.2 3.3 12 13.1 15

a  Lessthan oneyear.

b. 1-3years.
Cc. A4+years

5.20 Municipal bonds have aso cometo play animportant rolein the Czech municipal credit
market. By theend of 1996, 18 municipalities had issued bondsreaching atotal of K¢ 11,926 million,
or 30 percent more than the total volume of bank credits. A substantial share of the total volume of
bonds is represented by the capital city of Prague, which issued bonds denominated in U.S. dollars
valued at K¢ 7.3 billion. This represents 61 percent of the total volume of municipal bonds. The
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Ostravabond issue a so was sold in the foreign market, denominated in German marks. The maturity
of the municipal bonds ranges from 5 to 10 years; recently interest rates have clustered between
11.5 and 13 percent. The size of domestic issues has ranged from K¢ 8.5 million to K¢ 1.2 billion.
Municipa bond activity is shown in Table 25. Annex B describes key characteristics of each of the
individual bond issues.

Table25
Municipal Bondsin K¢ (million) Issued in the Years 1992-1996
1992 1993 1994 1995 1996 1992-1996
Number 1 1 8 3 5 18
Total Amount 8.5 20.0( 7,869.3 660.0|] 3,368.2 11,926.0
Total Amount 8.5 20.0 575.0 660.0| 3,368.29 4,631.7
Excluding Prague

a) Including the second tranche of Pilsen Bonds (200 million K¢) which was approved in 1995.

5.21 1n 1996, the number of municipa bond issues increased dightly, whereas their volume
increased significantly. Thisisaresult of anincreasing average size of individual issues. In 1996 the
second and the third biggest citiesissued bonds. A segmentation of the credit market is developing,
inwhich large volumes of borrowing are handled through the bond market, while smaller creditsare
handled as traditional bank loans.

5.22 Thereisno official overview of municipalities foreignloans. AccordingtotheMinistry
of Finance 20 cities bear foreign debt (excluding the Prague bond issue and Ostrava bond issue)
having atotal value of K¢ 600 million.

5.23 Subsidized State Lending. An important part of municipal borrowing consists of
interest-free loans granted by the State Environmental Fund, Ministry of Agriculture, and Ministry
of Finance. These loans have the character of “reimbursable financial assistance.” The State
Environmental Fund started to grant such loansin 1992, the Ministry of Finance and the Ministry of
Agriculturein 1994. These loans can only be granted for specific types of investments. The State
Environmental Fund provides |oans to municipalities for conversion of heating systems, solution of
household solid waste-handling problems, wastewater treatment plants, and sewage systems. The
Ministry of Agriculture grants loans for construction of water-distribution systems, drinking-water
treatment plants, construction of sewage systems and wastewater treatment plants. The Ministry of
Finance provides reimbursable financial assistance for construction of major water-development
projects, for reconstruction or construction of public facilities (schools and hospitals), for
modernization and construction of housing, and for rural revitaization. The volume of zero-interest
lending by the State is summarized in Tables 26 and 27.
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Table 26
Zero Interest State L oansto Municipalitiesin K¢ (billion)

1993 1994 1995 1996 1993-1996
Ministry of Finance 0.0 0.5 0.9 0.3 17
Ministry of Agriculture* 0.0 0.2 0.6 0.6 14
State Environmental Fund ** 0.6 0.9 11 15 4.1
Total 0.6 16 2.6 24 7.2

* Thisamount includes only reimbursablefinancia assistance granted directly to municipalitiesand cities. The
Ministry of Agriculture also provides reimbursable financial assistance to voluntary unions of municipalities
and to joint-stock water companies, where the municipalities are the majority owners. Including these loans,
the total amount of interest-free |oans then reaches 0.4 billion crownsin 1994 and 1.0 billion crownsin 1995
and 1.3 billion crowns in 1996.

** Net lending. See Table 27 for gross amounts.

5.24 The payment schedules of these interest-free loans vary. The most common loan
conditions call for annual principal repayments for 10 years, commencing at the time of project
completion, or inthe case of the Environmental Fund, afive-year grace period on paymentsfollowed
by five years of equal principa repayments. A third way of paying off reimbursable financia
assistance is a one-time payment after 10 years. Only a handful of zero-interest loans have had
principal payments due to date. These are primarily loans from the Environmental Fund, which
initially had a three-year grace period (see Table 27). Some municipalities appear not to have
budgeted adequately for future debt service on state loans. In fact, the whole system of subsidized
state lending deserves careful monitoring, since there is a danger of substantial default rates which
may spill over into commercial loans.

Table 27
Zero Interest Loans Provided to Municipalities by State
Environmental Fund in K¢ (billion)

1992 1993 1994 1995 1996 1992-1996
Loans 0.1 05 1.0 1.3 1.6 4.5
Payments - - 0.1 0.2 0.1 0.4
Outstanding Loans 0.1 0.5 0.9 11 15 4.1
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5.25 The aggregate volume of municipa debt reported in the Czech Republic varies
somewhat by data source. Table 28 is based on information published by the director of the
Municipal Budget Department of the Ministry of Finance in May 1997. Table 29 is based on
information published by the Czech Nationa Bank plus information provided by the Ministry of
Agriculture and SEF. The rest of the report utilizes the data presented in Table 28.

5.26 The difference between sourcesis greatest as regards the amount of commercial credit
outstanding. The Czech National Bank reportslower outstanding debt than the Ministry of Finance.
The Czech National Bank gathersdataonloans provided by commercial banksoperating in the Czech
Republic, while the Ministry of Financerelieson municipal financial statements. 1n these statements
al commercia loansare reported, including loans from equipment suppliers and loansfrom overseas
ingtitutions.

Table 28
The Structure of Municipal Outstanding Debt in K¢ (billion)
(Ministry of Finance)

1993 1994 1995 1996
Ke(mill) | % Ké(mill) | % | Ke(mill) | % K¢&(mill.) %

Commercia credits 25| 86.0 49| 345 87| 383 11.6 36.0
Bonds 003 1.0 7.7| 54.2 85| 375 11.9 37.0
Debt of small 0.3| 10.0 05| 36 0.9 4.0 14 4.3
municipalities V

Reimbursable 18 79 29 9.0
financial assistance

Loans from SEF 01| 30 11| 7.7 28| 123 4.4 13.7
Total 29| 100 14.2| 100 22.7| 100.0 32.2| 100.0

HThis debt is reported separately, because small municipalities use the simplified form and it is not possible to
distinguish commercial debt from non-commercial debt

Source: Vera Kameni¢kovg, (Director of Municipal Budgets Department, Ministry of Finance CR), Deficit and Debt,
in Moderni obec, number 5, page 16

5.27 Ascan be seenfrom either Table 28 or Table 29, total municipal debt grew rapidly over
the period 1993-1996. The total volume of debt outstanding increased by roughly ten times during
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these four years. All segments of the municipal credit market have shown dramatic growth, though
the magnitude of the Prague bond issue tends to distort more detailed comparisons. The amount of
zero-interest lending is noteworthy. It represents implementation of a state policy to subsidize
environmental and other specific investmentsthrough subsidized lending rather than through outright
capital grants or state construction.

Table 29
The Structure of Municipal Outstanding Debt in K¢ (billion)
(Czech National Bank)

1993 1994 1995 1996
Keill) | % | Kewill) | % | Kewill) | % | Kewill) | %
Commercid credits’ 20| 76.0 42| 294 73| 353 92| 325
Bonds 003| 11 79| 552 86| 415 11.9| 420
Zero-interest loans 06| 229 22| 154 48| 232 72| 254
Total 2.6| 100.0 14.3| 100.0 20.7| 100.0 28.3| 100.0

Source: Czech National Bank, SEF, Ministry of Agriculture, and Ministry of Finance

5.28 Theshareof al kindsof centra government subsidies--operating subsidies and capital
subsidies--in local budgets has declined substantially and continuously since 1993. Commercia
borrowing, while relatively modest as an overall financing source, has grown rapidly. This global
budget picture is summarized in Table 30.

5.29 Overall Financing of Municipal Infrastructure Investment. Municipal capital
expendituresgrew steadily from 1993 to 1995, both in real termsand as apercentage of local budgets
(see Table 31). The Czech Republic wasthe only country in Central and Eastern Europe where the
investment share of local budgetsincreased in thismanner. It also has the highest investment share
of local budgets. In 1996, however, the investment share of municipal budgets declined for the first
time. Real municipa investment also fell, asthe 4.9 percent increase in investment was outpaced by
the 8.8 percent rate of inflation.
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5.30 We can expect further reductionsin real levels of municipal infrastructure investment
in 1997. Government has reduced tax sharing allocations and transfers to municipalities, which is
likely to force local governments to use a greater share of their total budgets for current financing.
The same factors are likely to increase reliance on credit for capital financing.

Table 30
Share of State Subsidies and Borrowings in Aggregate M unicipal Budgets
(Excludes Prague Bond)
1993 1994° 1995 1996
K¢ % K¢ % K& % K& %
(bill.) (bill.) (bill.) (bill.)

Total Subsidies® 279| 275| 302| 253| 349 234| 336 181
Zero-Interest Loans® 04| 04 1.2 10 2.9 2.0 2.7 1.5
Commercia Borrowing® 21 21 4.2 35 6.7 45 9.7 5.2
Own-Source Revenue 709| 700| 839| 702| 1044 70.1| 1401| 753
Total Revenue® 101.3| 100.0| 1195| 100.0| 148.9| 100.0( 186.1| 100.0

Includes grants and other subsidies. Source: Survey of Municipal Budget

Source: Table 29

Borrowing and transfers of previous year surplus are included as “revenue.”
Excludes Prague bond issue. With Prague bond issue included, the totals for 1994 are:

a
b.
C. Includes both municipal loans and municipal bonds, Source: Survey of Municipal Budget
d
e

Subsidies

Zero-Interest Loan

Borrowing

Own-Source Revenue
Tota Revenue

K¢ (bill.) percent
30.2 23.8
1.2 0.9
11.5 9.1
83.9 66.2
126.8 100.0
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Table3l
Capital Investment Share of Aggregate Municipal Budgets

K¢ (bill.)
1993 1994 1995 1996
Expenditure 90.2 1121 131.1#2 144.4°
From it: Investment expenditure 31.6 424 50.9 53.4
Investment share in total expenditure 35.1% 37.8% 38.8% 37.0%

a. Total expenditure was 132.3 billion. Social benefits which started to be paid through municipa budgets
from November 1995 are subtracted to make the data comparable with previous years
b Tota expenditure was K¢ 171.1 billion . Socia benefits reached K¢ 26.7 billion.

5.31 Itisdifficult to fully separate out the sources of financing for municipal investment
because separate capital budgets are not used in the Czech Republic. Nonetheless, it isimportant to
understand thelocal capital financing mix insofar aspossible. The estimatesreported below are based
on certain assumptions:

- All commercia loans and interest-free credits, regardless of their time structure, are
assumed to be used for financing investment construction in the year they are received.

- Municipa bond proceeds are assumed to finance investment in different years. Each
municipality issuing bonds was contacted to determine the time profile over which it
invested the bond proceeds.

- Capital subsidies consist of specific grants for capital construction as well as the capital
component of functional transfers and regiona equalization transfers. The methods used
to estimate the capital portion of state transfers have been described in previous papers.
All capital subsidies are assumed to be used in the year of receipt.

5.32 Table 32 provides an overview of the sources of municipal capita investment financing
based on these assumptions. It shows that the share of municipal investment financed by both
commercia lending and state-subsidized, zero-interest lending has been rising steadily. Over the
entire period, the importance of state capital subsidies hasfalen dramatically from just under half of
local capital budgetsin 1993 to just over one quarter of local capital budgetsin 1996. Most of the
declinein capital subsidies occurred in 1996, and is continuing into 1997. Local governments own
resources (i.e., their operating budget surpluses) now finance more than half of al local capital
spending. The share of capital investment financed by operating surpluses, as opposed to debt,
confirms the basically conservative attitude most local officials have toward borrowing.
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Table 32
Municipal Infrastructure Financing (including Prague)

1993 1994 1995 1996
Ke | % [Ke@il)| % [Ke@il)| % [Ke@il)| %
(bill)

Investment 31.6| 100.0 42.4| 100.0 50.9| 1000 53.4| 100.0

Expenditure

Financing Sources: 15.7| 49.7 14.3| 33.7 19.1 375 13.6 25.5
Capital Subsidies

Commercial Debt 2.1 6.7 55| 13.0 92| 181 91 170
Zero-Interest Debt 04 2.5 1.2 5.0 2.9 5.7 2.7 5.1
Own Resources 134| 411 21.4] 483 19.7| 38.7 28.0] 524

VI. POLICY OBJECTIVES AND POLICY IMPACTS

6.01 An important innovation of the Program Agreement is Annex B of the Program
Agreement, the Policy Action Plan. ThisAnnex spellsout the® mutual institutional and sectoral goals”
that the parties propose to pursue through the program. It identifies specific policy objectivesfor the
sector, and specific indicators to measure progress toward meeting those objectives. The Policy
Action Plan has been given a central role in program implementation, because the purpose of the
Programistoinstitutionalize awell-functioning credit market that complementstherest of the Czech
system for financing local governments.

6.02 This section identifies each of the original policy Objectives and the Indicators that it
was agreed would be used for measurement purposes. It assesses progress toward meeting each
element of the Policy Action Plan.

6.03 The Program Agreement specifically recognizes that the policy objectives of the
Program should be met through severa lines of activity. The municipal loansby MUFISthrough HG
funds are intended to directly embody the policy objectives. The technical assistance provided by
USAID isintended to help equip Czech institutions to achieve these objectives on their own, aswell
as through MUFIS. Finaly, Czech institutions of all kinds are rapidly maturing through their own
learning as well as through technical assistance from other parties and market dealings with financia
institutions in the West.
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6.04 Objectivel: A Functioning Borrower (MUFIS) that isfinancially sound and that
stimulates and encourages non-gover nmental lending to local governments for sustainable
infrastructure projects.

6.05 The agreed- upon indicator for this objective is an ingtitution that is* properly staffed,
housed, equipped, having established regulations, policies, and procedures and having made one or
more loans to Participating Institutions for infrastructure projects.”

6.06 MUFISisfully functioning. It hasmade 27 loans and disbursed 100 percent of thefunds
received in the first two tranches of the HG financing. It has begun disbursement of the second
tranche received in March 1997. MUFIS has not implemented the staffing recommendations made
in USAID’s origina technical assistance plan, but has relied on CMZRB personnel to provide
financia and management services. This is a prudent and cost-effective decision. As noted in the
body of thisreport, MUFIS greatly narrowed its operating lossesin 1996. It substantially improved
itscash management, asaresult of Supervisory Board instructionsto increase earnings on short-term
investments, net of tax withholding. All in all, MUFIS made great strides in 1996 as an operating
entity.

6.07 The Program’s financial risk now derives primarily from the vulnerability of the Czech
crown. Although MUFISasaningtitutionis protected from foreign exchange losses by its agreement
with MoF, itisin MUFIS interest to broaden its activity and begin to raise capital in the domestic
market if it intends to maintain a permanent presence as a financial intermediary supporting the
municipal credit market.

6.08 MUFIS is also exposed to risks deriving from uncertainty about the future of the
Housing Guaranty loan program in the United States. The interruption in HG lending cost MUFIS
credibility in the market place in 1996. The inability to forecast HG lending in the future hampers
MUFIS' longer-run planning.

6.09 Objective 2: Demonstration that properly designed municipal lending involves
acceptable credit and businessrisks and that it therefore is financially sound for banks and
other private financial sector institutions to increase municipal lending from their own
resour ces, subject to normal market consider ations.

6.10 One agreed-upon indicator for this objective is a good record of MUFIS loan
repayment. Annex B of the Program Agreement specifiesatarget problem |loan rate of no more than
5 percent. All of the loan payments due to MUFIS by banks and to participating banks by
municipalities have been made in full and on time. There are no problem loans. The standard of
performance therefore has been met in full and exceeded. MUFIS’ loansto date generally appear to
reflect prudent levels of indebtedness, both for theindividual loans and for the overall debt structure
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of the borrowing municipalities. However, afew of the borrowing municipalities now havevery high
total debt service burdens and should be monitored closely.

6.11 More importantly, there have been no defaults reported on any commercial municipal
credits in the Czech Republic, despite the very rapid growth in municipal lending. Ceska sporitelna,
the largest lender to municipalities, reports that less than 1 percent of payments are 30 days or more
past due. The Czech National Bank has classified municipal debt as the second safest category of
debt in the country, trailing only the debt obligations of the State. Indeed, thisexemplary record with
respect to repayment islargely responsible for the increasing volume of market-based loan activity.
This Program policy objective has aso been met in full and exceeded.

6.12 Nonetheless, there are signs of increased risk in municipal lending. In particular, the
repayment rate on State subsidized loansis unclear. The State Environmental Fund estimates that
asubstantial portion of itsloans may not berepaid in full and ontime. Such apoor repayment record
could infect the commercial credit market, if municipalities come to believe it is not obligatory to
meet debt service. The government’s proposed initiative to regul ate future municipal borrowing is
well-timed, given the possibility that some municipalities may try to replace declining state subsidies
and tax sharing with new borrowing.

6.13 Objective 3: A substantial increasein theannual levelsof commercial lending to
thelocal gover nment infrastructuresector from all non-gover nmental sour ces, both in absolute
terms and relative to central government investment subsidies for local government
investment. The intent behind this objective was to encourage substitution of market-rate capital
borrowing for central government subsidies in financing part of local investment.

6.14 The agreed-upon indicators for this objective were that:

(@ Annua non-governmenta lending [to municipalities] should exceed US $20 million
equivalent by the end of 1995.

(b) Commercial-rate credit should grow faster than central government subsidiesasasource
of financing for local government capital spending, using 1993 as a basdline.

6.15 Asdetailedin Tables 21, 22, 28, and 30 of the report, the volume of non-governmental
lending has vastly exceeded the Program target. Moreover, the share of commercial credit in local
capita financing has grown, while the share of state capital subsidies has fallen precipitously. The
Program obj ectivesof moving toward moremarket-oriented capital financing therefore have been met
in full and exceeded.
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6.16 Objective 4. Demonstration of increased municipal capital investment in basic
infrastructure.

6.17 The agreed-upon indicator for Objective4 isa 10 percent per annum increasein thereal
level of local government capital investment startingin 1993. Asdemonstrated in Section 'V, thisgoa
was met in full and surpassed between 1993 and 1995. Czech municipalities started the period with
the highest share of local budgets devoted to capita investment of any of the countries of Central and
Eastern Europe, and were able to increase their investment share through 1995. Real investment
levels declined in 1996, however, and are likely to decline again in 1997, due to fiscal pressure.

6.18 Objective5 of the Policy Action Plan differsin character from the other objectives and
indicators, inthat it involves qualitative assessments of municipalities and banks' financia practices:
Demonstration of improvement in the budgeting and financial management capabilities of
local governments and in the quality of infrastructure project preparation, especially as
regardsmar ket-demand and cost recovery studies. Improvement in thefinancial appraisal of
municipal loan applications by banks and other financial institutions.

6.19 The agreed upon indicator for Objective 5 is a qualitative assessment of change in
municipal budgeting procedures and change in bank loan appraisal procedures.

6.20 No genera assessment was conducted of baseline budgeting practices in Czech
municipalities at the start of the Program. Without systematic comparative information, it is
impossible to generalize about the improvements in financial management and budgeting that may
have occurred in the universe of Czech municipalities. The Union of Towns and Communities, in
collaboration with USAID, however, has prepared user-friendly municipal budgeting software that
is in widespread use throughout the country. The first national conference of municipal finance
officerswas convened in September 1996. The qualitative assessment of USAID’ stechnical advisors
isthat the quality of municipal budget and capital project preparation hasimproved immensely since
1993. Aspart of the first municipal finance officers conference, a questionnaire was distributed on
budgeting practices, with specia attention to capital budgeting and investment financing.
Administration of a paralel questionnaire in September 1997 at the second annual Conference will
provide concrete information on the changes in municipal budgeting practice.

6.21 All of the banks making loans under the MUFIS program or participating in
USAID’ s bank training program (which include the four largest banks in the Czech Republic) have
introduced new methods of credit assessment for municipal lending. Banks havereceived two rounds
of joint seminars on assessing municipa creditworthiness and loan evaluation. All of the banks
actively participating in the Program subsequently recelved intensiveindividualized training. Seminar
instructors from the U.S. have reported a vast increase in banks' capacity to perform realistic, swift
credit analysis without burdening municipalities with requests for irrelevant information.
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ANNEX A

SUMMARY DATA ON INDIVIDUAL MUNICIPAL LOANS

UNDER MUFIS PROGRAM
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REALIZED PROJECT

Municipality

Vratimov |

Project

co-generation for residential heating

Amount
K¢ (000)

40,000.0

Amount
USS (000)

Maturity
Years

Interest
Rate (%)

Name of the
Bank

COOP, as.

Number of
Households

Number of
Households

Buéovice

gas installation, water distribution,
infrastructure

20,000.0

COOP, as.

Bruntal

metering and control devices
(heating)

10,153.0

COOP, as.

Opava

metering and control devices
(heating)

22,500.0

COOP, as.

Jablunka

gasinstallation

10,000.0

COOP, as.

Bystgieka

gasinstallation

10,000.0

COOP, as.

Tgebie

infrastructure reconstruction, dam,
footbridge

40,000.0

COOP, as.

Vitkov

solid waste landfill

12,000.0

KB, a.s.

Kralupy n. Vitavou

gasinstallation, building insulation

26,630.0

KB, a.s.

. |Svatava

gasinstallation

12,000.0

KB, a.s.

. [Frydiant

co-generation for residential heating

45,360.0

KB, a.s.

. |Dolni Domadlavice

gasinstallation

10,000.0

KB, a.s.

. |Pardubice

sewer collection, infrastructure
reconstruction

22,000.0

KB, a.s.

. |Slaviéin

gas installation, solid waste landfill

14,000.0

KB, a.s.




REALIZED PROJECT

Municipality

. |Topolna

Project

sewer collection and treatment

Amount
K¢ (000)

10,000.0

Amount
USS (000)

Maturity
Years

Interest
Rate (%)

Name of the
Bank

Number of
Households

Number of
Households

. [Nydek

water distribution, sewer collection,
gasinstallation

13,000.0

. |Dolni Kounice

water distribution, gas installation

15,000.0

. |Ledeé n. Sazavou

sewer collection and treatment

25,000.0

. |Velké Losiny

sewer collection, gas installation

25,000.0

. |Vratimov ||

co-generation for residential heating

40,000.0

. |Bystgice p. Hostynem

sewer collection and treatment,
metering and control devices
(heating)

18,000.0

. |Jesenice

water distribution

17,000.0

. |Slavkov u Opavy

sewer collection and treatment

10,000.0

. |Blansko

sewer collection, infrastructure
reconstruction

7,000.0

. |Slavkov u Brna

infrastructure reconstruction, square
reconstruction

19,000.0

. |Pruhonice

sewer collection and treatment

15,000.0

. IMikulovice

water distribution, gas installation

Project serves neighboring municipalities as well.

10,500.0




ANNEX B

Municipal Bondsin the Czech Republic
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Municipality Year of | Maturity | Amountin | Interest Underwriter
Issue | (years) | Ké (mill.) in %

No | Name

1 |Ostrava® 1992 6 8.5] d+1-5% |City Hall Itself

2 | Sumperk 1993 5 200] 18 |cCsl. obchodni banka

3 | Smr ovka® 1994 7 115.0| 14.25 |Ceskasporitelna

4 |Liberec 1994 5 100.0| 14.25 |Ceskasporitelna

5 Praha 1994 5 7,294.3 7.25 Nomura I nternational

6 Pardubice 1994 5 50.0 12.7 Komercni banka

7 | Ustinad Labem || 1994 5 150.0] 12.7 |Komercni banka

8 Césav 1994 8 90.0 155 Burzovni spolecnost pro

kapitalovy trh

9 | Rokytnice nad 1994 7 120.0| 120 [Ceskasporitelna
Jizerou®

10 |Vesdinad 1994 7 10.0] 141 |Vekomoravskabanka
Moravou

11 |Rychnov nad 1995 7 100.0] 131 Komercni banka
Kn nou

12 |Pizend 1995 5 500.0| 115 |Bayerische Vereinshank AG-

Praha,

ING (C.R.) Capital Markets
CSFirst Boston (Praha)
Komercni banka
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13 |Marianské 1995 5 200.0f 115 Komercni banka
Lazn
14 |Brno 1996 7 1,200.0 111 Investicni a Postovni banka
15 |Frydek Mistek 1996 5 150.0 11.8 Ceska sporitelna
16 |D ¢in 1996 7 2500 125 |Ceskoslovenska obchodni banka
17 |Kladno 1996 7 2500 125 |Ceskoslovenska obchodni banka
18 | Ostrava® 1996 5 1,318.2| LIBOR+0. | ING Barings
225%
19 | Zidlochovice 1997 10 40.0]12.9 CMZRB
Total 11,966.0
a  Ostravapaid off their bondsin 1995.
b. Smr ovkaissued only thefirst tranche of the bonds and the municipality does not intend to issue the second tranche in 1996.
c. Rokytniceissued the first tranche (K¢ 60 million) in 1994 and the second tranche (K¢ 60 million) in 1995.
d. Plzenissued thefirst tranche (K¢ 300 million) in 1995 and the second tranche (K¢ 200 million) in 1996 (at the same interest rate).
e.  TheBondswereissued in Deutch Mark (75mill) and placed at London Market. The exchange

for transferring the money on the municipal

account.

rate valid on December 20, 1996 (17.576) was used

Total municipal bonds issue as of December 31, 1996: K¢ 11,926.0 million (excluding Prague: K¢ 4,631.7 million).
Tota outstanding bonds as of Decenber 31, 1966: K¢ 11,917.5 million (excluding Prague: K¢ 4,623.2 million).
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